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PREFACE TO THE REVISED EDITION 


This second edition of Economic Systems has been completely rewritten. I 
estimate that only about one third of the original formulations remained 
unchanged. The three main reasons for these changes were: (1) the desire 
to achieve greater clarity, (2) the elimination of descriptive materials, and 
(3) the addition of discussions of the social market economy and of the 
planning problems in underdeveloped countries. 

The descriptive passages interrupted the analysis without being a suffi- 
ciently detailed treatment of the economies in question. The present chap- 
ters 19 to 21 cannot possibly be mistaken for a full description of the econ- 
omies which were chosen for illustrative purposes. The character of the 
book is now uniformly theoretical. 

I have come to the conclusion that in the developed countries of the West 
the old controversy of socialism versus capitalism is obsolete. We shall have’ 
to use the market mechanism but shall regulate the market economy to 
reach such aims as a more equal income distribution, high employment 
levels, monetary stability, ^d^ultflateral trade. The details of these ref- 
lations are no longer the subject matter of comparative econofiiic§j-B)it I 
believe that comparative economics is absolutely essential as a basis for the 
selection of compatible aims and means. Once we have understood that the 
choice today is between totalitarian planning and a basically free but care- 
fully regulated market economy, we can tiun to the task of inventing those 
regulations and institutions which fit the nature of the market economy and 
avoid the dangers of totalitarianism. The type of discussion which I have in 
mind is to be found, for instance, in Dahl and Lindblom’s Politics, Eco- 
nomics and Welfare.^ 

I am grateful to Professors Russel H. Baugh, of the Oklahoma State 
University, William B. Kelly, of the Fletcher School of Law and Diplomacy, 
Tufts University, John Perry Miller, of Yale University, and Mr. Lynn 
Turgeon, of Hofstra College, for their valuable suggestions, and particularly 
to Professor Ralph E. Pretty, of Saint Olaf College, for his untiring effort to 
improve the manuscript both in content and in style. I also want to thank 
Miss Dorothy Fox, of the Edwin Ginn Library of the Fletcher School, for 
her kind assistance. 

George N. Halm 

June, 1960 

I Robert A. Dahl and Charles E. Lindblom, Politics, Economics and Welfare (New 
York: Harper & Brothers, 1953). 
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FROM THE PREFACE TO THE FIRST EDITION 


This book was written as a text for the course in Comparative Economic 
Systems which is now offered at many American colleges. Emphasis is 
placed on theoretical analysis rather than on a description of the economies 
of various countries. Institutional questions are, however, not neglected. 
Economic systems differ, are socialist or capitalist, planned or unplanned, 
according to their institutions. But since the number of institutional patterns 
is infinite, a purely descriptive approach woiild be most bewildering, in spite 
of its more practical appeal. The theoretical approach is more roundabout 
but, in the end, more rewarding. It establishes principles which can guide 
us through the maze of ever chan^g institutions. 

I believe strongly that it is not the task of the economist to pass value 
judgments, but acMt at the same time that it is next to impossible for a 
book on economic systems to achieve complete objectivity. Such a book will 
always be exposed to criticism from right and left, it be censored as 
“socialist” by conservatives and as “bourgeois” by socialist writers. This 
cannot be helped; but I hope that a reasonably broadminded reader, though 
differing in many points from my views, will consider the book a fair in- 
troduction to the discussion of capitalism and socialism. 

I did not undertake the task of writing a book on economic systems with- 
out years of preparation. I have been teaching the course, both in Germany 
and in the United States, since 1928, interrupted only by three years during 
which I was forbidden to teach it because I was not considered trustworthy 
under the Nazi regime. Since my student days in Munich I have been in- 
terested in the problems of socialism, stimulated by the contradictory 
theories of Gustav Cassel and Ludwig von Mises. The revolutionary condi- 
tions of the times added zest to the ffieoretical study of socialism, particu- 
larly for students in Munich, where socialist, communist, and national 
socialist revolts followed each other in the short space of five years (1918 
to 1923). 

The conclusion which I reached at the time was that a liberal socialist 
economy would face problems in the allocation of resources which it could 
not solve. I expressed these ideas in a small book, 1st der Sozialismus 
wirtschafilich indgUch?, published in 1929, which later formed part of the 
volume Collectivist Economic Planning, edited by F. A. Hayek in 1935. 
The formulations in this early tract were somewhat extreme and I no longer 
maintain all of them. It must be remembered, however, that these state- 
ments preceded the interesting arguments of such writers as Dickinson, 
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via From the Preface to the First Edition 

Dobb, Lange, and Lemer The reader of the present volume will see that I 
am still of the opinion that the argaments which Mises, Hayek and I bad 
advanced m Collectivist Economic Planning are by no means completely 
refuted 

George N Halm 

January 1951 
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CHAPTER 1 


COMPARATIVE ECONOMIC ANALYSIS 


Introduction 

Before World War I a book on comparative economic systems could not 
have been written. There was then orJy one economic system in existence 
in industrial countries: the private enterprise system called capitalism. 
Many books were published which compared capitalism with socialism. 
The subject matter of these books, however, was almost exclusively capital- 
ism, capitalism attacked by socialists or defended against socialist criticism 
by “orthodox” economists. These books had little to say about socialism 
as an economic system because a socialist economy did not exist even on 
paper. Socialist thinking had not advanced to the blueprint stage; it was 
entirely critical and negative. This statement is particularly true of Marx- 
ism. Marxism is not a theory of socialism but a theory of capitalism which 
predicts the coming of socialism. Apart from a few scattered remarks of 
little weight, Marx left us completely in the dark regarding the nature of 
the socialist economy. 

This situation has changed fundamentally. Today capitalism is an eco- 
nomic system among others. Russia has shown that a centrally planned 
economy is possible. Thus we have to deal now with at least two dia- 
metrically opposed systems: the essentially unplanned market economy of 
capitalism and the centrally directed economy of totalitarian socialism 
(communism). 

Differences also exist within the communist and the free worlds. We 
know that tensions exist behind the iron curtain, but it is impossible to 
gauge these conflicts because totalitarianism tries to hide its internal dis- 
sensions. In the free world we discuss differences in economic philosophy, 
since controversy is implied in the very concept of freedom. Illustrative 
of diverging economic philosophies in the free world are the “social market 
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Economic Systems 

economy** on which Western Germai^ has based its recovery and the con- 
cept of a welfare state which underlies the economic program of the Labor 
par^ in Great Bntam 

However, even where so-called soaahst governments have been estab- 
lished, the hberal or democratic form of iheir sociahsm has not (or at least 
not yet) changed the basic nature of the economies of the countries con- 
cerned the material means of production are still largely privately owned 
and controlled Liberal socialist systems with complete government owner- 
ship of the means of production and central plannmg do not exist today 
But the theory of hberal socialism has progressed, and several blueprints 
for such a hberal sociahst economy have been draum up 

Capitahsm, too, has changed and has become better regulated Pohcies 
have been designed which help mamtam a high level of employment at 
reasonably stable prices, extreme mequalities of income distribution have 
been ironed out, and monopohes are under surveillance As a matter of 
fact, a companson between capitalist economies, which arc subject to such 
regulations, and socialist systems, which limit themselves to a modest de- 
gree of nationalization, shows a difference in degree rather than in basic 
economic structure We have to remember, however, that some soaahsts 
feel that they should move further m the direction of nationalization and 
plannmg Others (mcludiog some hberal socialist wnters) feel that con 
trols and regulations should be designed to loQueoce the free decisions of 
the atizens only mdmectly except where direct controls cannot be avoided 
Monetary and fiscal policies would be permissible accordmg to this philos- 
ophy, but pnee controls, rationing, subsidization, etc should normally be 
avoided 

To some extent we deal here with matters of terminology A compre- 
hensive social security program, for instance, may be branded as “social- 
istic” though It may not basically alter the pnvate enterprise system 
Capitahsm is not necessarily a laissez faire system just as socialism need 
not imply a totahtanan central plan If, as some believe, the German econ- 
omy under Hitler was still capitalistic, the capitalist economy can be to- 
talitarian But was It then a private enterprise economy in the fullest mean- 
ing of the term ‘ private enterpnse'7 

Obviously, the different systems intermingle and overlap There arc no 
clear-cut dividing lines This fact malies comparative economic analysis both 
difficult and mteresting At first one might tend to simplify matters by 
cramming the available matcnal mto a few boxes, labeled capitahsm, 
liberal socialism, totalitarian socialism (communism), totalitarian capital 
ism (fascism), etc Such corapartmcntalization, however, though very use- 
ful as a starting point, can also be dangerous It uses categories the mere 
mention of which awakens prejudice it lends to overstress what fits most 
readily into our boxes, and it discriminates from the outset agamst more 
coropheated systems which refuse to submit to Proscrustean methods 
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Methods of Comparison 

But how can we compare economic systems when we cannot even separate 
them cleanly from one another? The answer is that in the beginning we 
need not know more than the basic working principles of the different m^ 
types of economic systems. Such working principles presuppose certain 
aims and institutional arrangements. These we study to find out whether 
they are consistent and whether they remain consistent when they are be- 
ing changed. This approach sheds light on all potential systems and tells 
us whether they are inherently logical in their construction or whether they 
are composed of incompatible parts and therefore “utopian.” 

Let us see how this approach compares with other possible methods. 

One method of comparing different economic systems would be the se- 
lection of countries whose economies are considered typical for the sys- 
tems we are trying to compare. The economy of the United States or of 
Western Germany would be used as an example of democratic capitalism; 
Germany under Hitler, of totalitarian capitalism; England under the Labor 
Government, of liberal socialism; Russia, of totalitarian socialism; Sweden, 
perhaps, of a mixed or middle-way system. This method would have the 
advantage of being a realistic approach. But its disadvantages would be 
considerable. It would set a task of such formidable magnitude that it could 
hardly be undertaken in one volume. And even if undertaken it would prob- 
ably fail to achieve the desired result of bringing into focus the decisive 
differences. These can be understood only if we have criteria by which to 
select what is important for our purpose. A mere enumeration of policies 
and institutions would not materially aid our understanding unless we are 
guided by a theoretical analysis which can teU us what to look for. Sup- 
ported by the knowledge of what socialism means economically, we may 
doubt, for instance, that the British economy is socialist in anything but 
the more distant goals of the Labor party. In discussions of Russia we 
would bog down in the kaleidoscopic change of institutions and policies 
during the last forty years unless we knew the essential problems facing the 
centrally planned economy. And in all cases it would be very difficult to 
disentangle the structural features of the economy which we are studying 
from transition difficulties (changes from war to peace, development of un- 
derdeveloped countries) or differences in wealth which from our point of 
view may be accidental. 

Another approach could be suggested. We could take up, one after an- 
other, the typical economic problems with which the study of our own pri- 
vate enterprise system and its regulations has acquainted us. In each case 
we would ask whether this same problem is to be found in other economic 
systems and how it would be handled in these systems. We would study 
such problems as the allocation of productive factors to different industries, 
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consumers' demand, capital and intcfcst, money and credit, the distribution 
of income, competition and monopoly, mcentives, management of produc- 
tion, and many other important questions This ‘ horizontal ’ approach can 
be quite useful, but only after we have become acquamttd with the essen- 
tial framework of the different systems If we do not know precisely on 
what assumptions the hberal socialist economy rests, bow can we deter- 
mme whether it has to have a pncing process for the purpose of econormc 
calculation? If we do not know how central plannmg works, how can we 
understand the role which money plays in totahtanan socialism or what the 
function of the Russian State Ba^ is? 

Obviously we must know first what the different systems which we want 
to study seek to accomplish and which institutions are considered necessary 
for this purpose In tlus classifying task we have to use ‘ ideal types,” 
models which are reasonably simple and which correspond roughly to ex 
istmg classificahODS (capitalism, socialism, commumsm, fascism) More 
complicated systems, or systems which fall between our classifications, can 
be considered later on After this “vertical” classification has been accom 
phshed, and after a descnption of the essential features of each system has 
been given, it becomes possible to use the above-mentioned “horizontal ' 
method of studymg the vanations of a problem as it appears m the different 
surrouttdmgs of competmg economic systems Now, smce a “vertical ’ 
classification has preceded our “horizontal” cross sections, this system of 
companng the place and importance of individual problems within different 
systems can be used to much better advantage Likewise a study of the 
econoimes of different countries can now become fruitful because we know 
the aims and the proposed means for reachmg these aims and we can judge 
whether means and aims are compatible and whether the economy in ques- 
tion IS internally consistent 

We shall not follow slavishly any one of the methods discussed above but 
shall feel free to make use of all of them It seems obvious, however, that, 
on the whole, "vertical ’ analysis must precede ‘ horizontal” and geograph 
ical methods of comparison To apply three methods successively would 
involve too much repetition 


Value Judgements 

Comparative economic analysis should be as free as possible from value 
judgements The aims of economic ^sterns he, strictly speaking, outside the 
province of economics If someone tells me that be cannot see why con- 
sumers should be left free to choose, I may not be able to convince him to 
the contrary Still, as an economist I can show that the chances are that per- 
sons left free to choose will better be able to maximize the satisfaction of 
their wants 
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Other things remaining equal, the economist will prefer a high to a low 
iployment level, freedom of consumers’ choice to dictatorial distribution, 
.d a more equitable income distribution to excessive inequality. High em- 
oyment helps to maximize the national product available for distribution, 
ee consumers’ choice enables the consumer to reach the greatest satisfac- 
Dn, and a more equal income distribution tends to equalize the impor- 
mce of the dollars spent by different persons. 

Thus it may be possible for the economist to speak with a measure of 
uthority on certain aims as such (though his counsel may be overruled by 
jecisions which are based on entirely different considerations, such as 
ailitary necessity or the plans of a dictator) . Yet even between aims which 
ire desirable from the economic point of view a conflict may arise. Free 
xmsumers’ choice, for instance, can make it more difficult to reach a sus- 
ained high level of employment because an economy which has to adjust 
production to ever-changing demand conditions tends to be more unstable 
than an economy in which the product is forced upon the consumers. Or, 
to use another example, full employment policies may cause dangerous 
inflationary pressures. Then the question will arise which aim we should 
stress — ^high employment levels, free choice of consumption, or monetary 
stability — and this political decision cannot be made on scientific grounds 
alone. The economist will be able to show, however, that price inflation is 
dangerous or that repressed inflation leads to restrictions in the freedom 
of the consumers and to misguided allocation of the means of production. 
Similarly, the economist can point out that free choice of occupation and 
equal per capita distribution of the national income are incompatible. 

When the economist studies different economic systems he does it not 
so much to prove that the ends of one system are better than those of an- 
other. He does it mainly to find out whether the aims conflict, whether the 
means are likely to accomplish the aims, whether different aims or means 
are mutually incompatible, whether they compete for the same resources 
or whether ^ey tend to support each other harmoniously. 

The economist may well be able to show that the desire to achieve one 
end cuts down the possibility of achieving the competing end. A well-known 
example is offered by the desire for both protection and tariff revenue. The 
more protective a tariff is, the less revenue the government receives. Or 
take a policy to protect bondholders against falling security prices. If we 
force the central bank to buy all government securities at feed prices, we 
force it to create money whenever securities are offered for sale. The result 
may be price inflation which hurts the creditor. Thus the policy may have 
achieved stable bond prices at the cost of general price inflation. 

A clear-cut case of an incompatibility of aims is shown in the following 
example. Suppose that we favor the introduction of a social system which 
is to rest on three basic principles: everybody is free to choose his occupa- 
tion; v/ages are completely uniform; and consumers’ choices determine the 
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direction of production Clearly, we can have a combination of two, but 
not of all three, of these principles Free choice of consumption will neces- 
sitate constant shifts of labor from industry to industry With free choice 
of occupation such a change can be accomplished only through wage differ- 
entials, 1 e , different industnes must be able to compete for labor by offer- 
ing higher wages A uniform wage ^ale, therefore, rniphes allocation of la- 
bor by command Free choice of occupation must then be relinquished 
Or we maintain free choice of occupation together with the guarantee that 
the same wage is paid irrespective of the kind of work performed The 
variety of consumers’ goods produced under these conditions would be 
strange indeed, corresponding to what workers want to produce instead 
of what consumers want to buy 

Should the reader consider this example rather childish, it must be stated 
that such inconsistent combinations of aims can frequently be found m 
socialist literature and that we do not even have to limit ourselves to that 
part of It which is known as utopian 

We see that the economist can perform a useful service withm the stnct 
cocffnes of his discipline, i e , without having to indulge in value judge- 
ments regardmg what the ultimate ends of economic hfe should be The 
economist should be cognizant of this area m which he can work objectively 
however strong his private preddectioos may be Ideally speakmg, he 
should devote himseli to the calm study of facts and laws to the fields 
where his scientific methods can be employed “Of the desirability of keep- 
ing one s study and analysis as umnfluenced by personal desires, as objec- 
tive as possible, there can be no doubt ’ ^ As Arthur Schopenhauer once 
said, we have to try to approach our problem with unharnessed will (mif 
abgeschirrtem WiUen) This should mean at least that we do not enter a 
discussion of the relative economic merits of different economic systems 
with an unshakable conviction that everything belonging to one system is 
better than anything that belongs to another 

Small indeed is the danger that this attempt toward objectivity will let 
us remain forever m a wavering state of indecision As human bemgs, we 
prefer one system or another, particularly when we feel that not all systems 
are equally compatible with our political ideals 

As a rule the reader of a book on economic systems does not have diffi- 
culty m ascertaming the sociaf-economic philosophy of the author fn this 
respect the reader is fortunate because he can then make the necessary ad- 
justments As a matter of fact, since perfect objectivity is hardly achievable 

1 F St L. Daly, “The Scope and Method of Economics Canadian Journal of Eco 
nomics XI, No 2 (May, 194S), 169 See also Barbara Wootton Lament for Fco- 
nomlcs (New York Holt Rinehart and Winston, Inc , 1938) ‘ However extensive or 
limited a view any particular economist may take of his normative functions all 
would agree that failure to distmguish between normative and positive propositions 
is wholly unpardonable An ‘ought must be plainly labelled as such and m no circum 
stances slipped m under cover of an ‘s or8*mightbe’ ” (pp 135 136) 
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in comparative economics, the writer should make his basic preferences 
clear. The author of the present volume believes in the phDosophy ex- 
pressed by J . M. Keynes in the last chapter of his General Theory? 

Importance of Comparative Economic Analysis 

Now that we have become acquainted with comparative economic analysis, 
it is not difficult to list our reasons for studying different economic systems. 

(1) Through comparative economic analysis we gain a better knowledge 
of our own economic system. By comparing it with other systems we see 
it as a whole and become aware of its framework, its working mechanism, 
its distinctive features. Particularly, we become conscious of the fact that 
some economic policies are conducive to the system, spring naturally from 
its basic assumptions, and are compatible with its aims. Other policies 
prove to be alien to the system, do more harm than good, and lead, as by 
chain reaction, to further interferences which eventually endanger the func- 
tiomng of the economy. - 

(2) Comparative economic analysis can warn us not “to take our 
economic system for granted and to assume that another would begin with 
aU the advantages which exist already.” ^ in reality, the change from one 
system to another may destroy the delicate adjustments which have been 
worked out by the forces of the market. If the market is destroyed and 
nothing is put in its place, the result will be chaos. Yet this very mistake 
was frequently made in socialist literature. Instead of trying to show how 
the market forces could be replaced (by an artificial price-setting process 
or by a central plan) , some authors simply assumed that the destruction of 
capitalism would somehow abolish most economic problems. The break- 
down of the Russian monetary system immediately after the revolution was 
hailed by some communist writers as the transition to real communism, but 
it soon became obvious that the new system needed a stable monetary unit 
as badly as did the old. Russia’s experiences have destroyed this naivete 
which characterized most of the older socialist literature. We know now 
that the planning of the production and distribution process of a whole 
country is an immensely complicated task. Comparative economic analysis 
can therefore help those who want to create a new economic system; by 
showing them how to draw up blueprints, it may cut down considerably 
the cost of experimentation. 

(3) Comparative economic analysis will lead to a better appreciation 
of certain theoretical and institutional questions. Some economists consider 

2 John Maynard Keynes, The General Theory of Employment, Interest, and Money 
(London: Macmillan and Co. Ltd., 1936). See also the discussion of Keynes’ philos- 
ophy in the last chapter of the present volume. 

3 R. L. Hall, The Economic System in a Socialist State (London: Macmillan & Co. 
Ltd., 1937). p. 105. 
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the institutional setup of capitalism stiH to be the only logical framework 
for the study of economics, others try to transcend the institutions of the 
free private enterprise system to prove the general apphcabihty of the prin- 
ciples of the market economy, still others emphasize the importance of 
growth over the equihbnum concepts of the market economy and want 
to replace the forces of the market t^ugh the central planning of develop- 
ment Only comparative analysts permits us to see these important issues 
m their proper perspective 

(4) Comparative economic analysis acquaints us with systems which 
are basically different from our own The East West conflict makes it im- 
perative that we be able to judge with reasonable accura^ the productive 
capacity and the rate of grow^ of the economies of our totalitarian ad- 
versanes To those who want the pnvate enterprise system to continue, the 
success of total platmtng should be more mterestmg than its shortcomings 
If It IS true that plarmed economies can maintam full employment, then 
capitalism cannot permit the spreading of the disease of mass unemploy- 
ment, because mass imemployment will not be tolerated any longer, when 
Russian planning succeeds in putting the first satelhte into space, we must 
discard the myth that bureaucratic regimes are always technologically back- 
ward 

(5) Comparative economic analysts should even try to find out what 
the totahtanan sociahsts of Russia think about capitahsm, since their the- 
orizing may determme their actions Because official Russian analysis of 
capitalism professes to follow stnctly Marxian lines, the interpretation of 
Russian thmking must rest partly on a knowledge of Marx’s ideas about the 
breakdown of capitalism 

(6) Comparative econoimc analysts can be helpful m our international 
economic relations We must learn that the reactions of others to our for- 
eign trade pohcies may be the result of an economic philosophy that differs 
from ours For instance, our trading partners may not be interested m non- 
discnminatory trade, because the monopolistic advantage of their state 
trading imphes discrimination In our relations with underdeveloped coun- 
tries we must be conscious of the fact that such countries want to develop 
their economies m a hurry and that at least some of them are greatly im- 
pressed by the fast growth of Russian heavy industry What do we have 
to offer m this competition of basic economic philosophies'^ If there is a 
convmcing answer to Russia’s challenge it will m part have to be furnished 
by comparative economic analysis 



CHAPTER 2 


THE SOCIAL ECONOMY 


Robinson Crusoe 

In all economic systems the basic problem is the allocation of scarce means 
among competing ends for the achievement of maximum results. Even a 
person living in complete isolation would have to solve this problem. Robin- 
son Crusoe has to allocate the very limited resources at his disposal (includ- 
ing his own labor) among the many different tasks which he plans and 
performs to satisfy his wants. A detailed study of his decisions could fill a 
volume which would acquaint us with such fundamental economic cdncepts 
as marginal utility and disutility, saving, capital goods, consumers’ goods, 
and so on. Robinson Crusoe has to decide which goods he is going to pro- 
duce with his limited resources, and he will obviously try to achieve the 
combination of goods from which he can derive the highest satisfaction 
of his wants. His considerations will include not only present wants but also 
future wants, plus the well-known fact that he may increase his future con- 
sumption substantially if he first produces instruments which improve the 
productivity of his labor. But while the making of instruments (capital 
goods) increases his future productivity, it leaves him at present with fewer 
goods for immediate consumption because he has diverted part of his ener- 
gies from consumers’ goods to capital goods production. We take it for 
granted that Robinson Crusoe uses all the resources at his disposal which 
he cares to use and that he will continue to work until the disutility of work- 
ing an extra quarter of an hour outweighs the mar^nal utility of the addi- 
tional product. 

Robinson Crusoe’s economic decisions are relatively easy to make be- 
cause his brain is able to register all the data upon which his decisions 
"depend. His economy is relatively simple because it depends on two sets 
of data only: those given by his natural surroundings and possessions 

11 
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(which influence his wants and provide the matenal resources with which 
to satisfy them), and those given his pcrsonahty (his wants, abihty, m- 
dustnousness, foresight, etc ) His decisions do not require the support of 
pnce and-cost calculations He is able to allocate his labor and lus ma- 
tenal resources to the best advantage because he knows what the different 
satisfactions, present and future, mean to him and because he knows im- 
phcitly the discomfort caused more work or a lengthened pcnod of 
waitmg for future consumption He balances, without difficulties and often 
unconsciously, psychic quantities which, if they were to concern different 
people, could never be compared in the same matter-of-course way 
Robinson Crusoe does not use money, he cannot buy or sell, be cannot 
go bankrupt or become unemployed The concepts “capitahsm” and “so- 
ciahsm’ have no meaning for him His economy is perfectly isolated and, 
therefore, no part of a social economy 


The Social Economy 

Production in a social economy is a process m which millions of people co- 
operate These persons have speaalized their functions in order to m 
crease the efficiency of production and m the process become mutually m* 
terdependent Together they create a somal product which, owing to the 
advantages of specialization and cooperation, is many times greater than 
the aggregate result of isolated individual efforts of an equal number of per- 
sons could ever be But the mterdepeodeuce of milli ons of individuals in 
one gigantic process of cooperation raises many difficult questions Robm- 
son Crusoe knew all the relevant data and allocated his lalrar and resources 
m one comprehensive deasiou This comprehensive decision is no longer 
possible in the social economy No smgle person any longer knows all the 
data the available resources, the techmques of production, and the wants 
of the people In order to organize production and m order to distribute 
the tot^ product among the members of the social economy, many prob- 
lems have to be solved, consciously or unconsciously, with or without a 
general plan 

Production in a modem mdustnal society is a ve^ intncate process 
whose ramifications and interrelations elude detailed description Think of 
the millions of persons who contnbute to the production of consumers’ 
goods such as bread, razor blades and newspapers, to say nothing of auto- 
mobiles and houses, of the materials and machines used m manufacturing 
these articles, of the machine tools which made the machines, of the 
steel which went into the tools, of the huge productive apparatus of a steel 
mill, and so forth ad mfimtum How does t^s collective effort, whose dif- 
ferent branches and stages are interdependent to the point of utter com- 
plexity, result m the production of just the nght kmds and numbers of 
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commodities? How do the millions of individual activities gear into each 
other with not too much waste and friction? And how is the total product 
to be distributed among those who participated in this cooperative effort? 

Before we try to answer these questions it is advisable to formulate 
precisely the problems which must be solved in a social economy. We state 
these problems without reference to the economic organization of the social 
economy, i.e., independently of the social-economic system that might be 
chosen. 

( 1 ) Somehow it must be decided what is going to be produced. In ad- 
dition we must know how much of each product is needed. Since the pro- 
ductive resources can be combined in unending variations, our choice is 
great, at least in the long run. Total production, however, is limited. In- 
creased production of one commodity means decreased production of an- 
other. 

(2) We must decide how to produce the commodities on whose pro- 
duction we have decided! As a rule, different techniques can be employed. 
A bridge can perhaps be made of wood, stone, or steel, and similarly most 
other products can be made by a variety of methods. With given technical 
know-how the economic decision will depend on the relative scarcity of 
the factors used. If wood is relatively abundant and steel scarce, it may 
well be advisable to settle for a less durable wooden bridge to save steel 
for other production processes in which steel is either more essential or 
entirely irreplaceable. 

(3) In a growing economy part of the productive resources must be 
set aside for capital goods production. Capital goods help create more con- 
sumers’ goods in the long run. In the short run, capital goods production re- 
duces the output of consumers’ goods. Somehow it must be decided how 
far to restrict present consumption in favor of capital accumlation. Though 
listed separately, this problem is only the most important subdivision of 
our first problem (of what to produce). With the second problem (of how 
to produce) it is connected by the fact that production methods olien differ 
in as to the amount of capital goods which are being employed in connec- 
tion with labor. 

(4) Problems (1) to (3) have to be solved in such a manner that all 
the interdependent production processes are properly balanced. The com- 
plexity of the problem is rather staggering. Let one integral part of this 
cooperative process of social production lag behind, and potentially all the 
others will suffer. The rule applies to the supply of raw materials, of trained 
labor, of intermediate products, and even of consumers’ goods, since with- 
out a sufiicient production of consumers’ goods labor may be less efficient 
than desired. 

(5) We should be able to take for granted that the social economy 
makes “full” use of the available resources and particularly of the labor sup- 
ply. Experience has shown, however, that some societies have been plagued 
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by opea or “disguised” unemplqymeoL Thus it seems justified to list “full 
use of available resources” as one of the problems of the soaal economy 
"What exactly we mean by “full ’ use of av^able resources will have to 
discussed later on 

(6) The total product of the social economy, the result of the coop- 
erative effort of miliions, will have to be distributed. Each member of so- 
ciety must get his share With this problem we return to our first problem, 
smee m order to know what to produce we must know for whom we pro- 
duce 

(7) Whatever the social system, biimao beings must make the necessaiy 
economic decisions and human beings must cany them out And smee 
human beings do not react by means of biological instmcts, they must 
somehow be mduced to do the nght things at the nght time if the produc- 
tion process of the social economy is to function Whether and to which 
degree self-interest is to be used is a most important pracUcal question 
The problem of motivation can be expresed as the question why the mem- 
bers of the social economy act as they do 

In lislmg the problems of the social economy, we have been careful not 
to refer to any special type of social economy (capitalism, socialism, etc ) 
In trymg to suggest solutions to such problems, however, we shall have 
to make assumptions concemmg the Datum of the social economic system 


The Baste Alternatives 

It may seem natural to assume that the process of cooperation m a soaal 
economy should be predetermined in detail m one comprehensive master 
plan, so that each stage and branch of production will fit the other stages 
and branches, and so that the most economical techniques wfil be em- 
ployed In other words, we may be mclmed to compare the social economy 
with a huge factory whose mput is the total productive effort of the nation 
and whose output is the social product 

But the modem industrial economics of the West do not correspond to 
this picture of a huge, centrally directed factory Nobody plans the eco- 
nomic life of these nations, their citizens are, as a rule, free to act as they 
please, and the stages and branches of production gear mto one another 
without conscious management 

We shall see how each of these altemmives solves the seven problems 
of the social economy First, however, a word concermng the philosophies 
on which the choice of one alternative over the other is based. 

To avoid a study of precapitalist forms of economic society (which is 
now becommg important agam in the study of poor economies and the rea- 
sons for their underdeveloped state), we begin with Adam Smith’s often 
quoted passage on the ‘ mvisible hand ” The passage occurs m a chapter 
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in which Smith, discussing "restraints on particular imports,” tries to show 
that it is, in almost all cases, either a useless or a hurtful regulation “to di- 
rect private people in what manner they ought to employ their capitals.” 
He therefore also argues against restraints on imports. In this context he 
suddenly makes the celebrated remark which more than any other high- 
lights his economic philosophy and that of his followers down to the present 
day. This is the famous passage: 

. . . every individual necessarily labors to render the annual revenue 
of the society as great as he can. He generally, indeed, neither intends 
to promote the public interest, nor knows how much he is promoting it. 

By preferring the support of domestic to that of foreign industry, he 
intends only his own security; and by directing that industry in such a 
manner as its produce may be of the greatest value, he intends only his 
own gain, and he is in this, as in many other cases, led by an invisible 
hand to promote an end which was no part of his intention. Nor is it 
always the worse for the society that it was no part of it. By pursuing 
his own interest he frequently promotes that of the society more ef- 
fectually than when he really intends to promote it. I have never known 
much good done by those who affected to trade for the public good. 

. . . The statesman, who should attempt to direct private people in 
what manner they ought to employ their capitals, would not only load 
himself with a most unnecessary attention, but assume an authority 
which could safely be trusted, not only to no single person, but to no 
council or senate whatever, and which would no-where be so dangerous 
as in the hands of a man who had folly and presumption enough to 
fancy himself fit to exercise it.^ 

We must note that Adam Smith obviously referred only to economic 
policies such as those practiced by mercantilist statesmen and that he could 
not have visualized a case of total central planning in a modern society. 

It may now be interesting to contrast Smith’s statement with that of a 
modern writer. Joan Robinson in her popularization of John Maynard 
Keynes’ General Theory makes the following remarks: 

Under a system of private enterprise it is, in a simple and obvious 
sense, the decisions of employers — ^in the main, industrial entrepre- 
neurs — which determine the amount of employment offered to the 
working population, but the entrepreneurs themselves are subject to 
general i^uences which cause them to decide one way or another, 
and the decisions of each influence the decisions of the rest. There is no 
central control, no plan of action, and whatever actually occurs in 

1 Adam Smith, An Inquiry into the Nature and Causes of the Weaith of Nations, 
ed. Edwin Carman (London: Methuen & Co. Ltd., 1925), 1, 421. 
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economic life is the result of innumerable mdependent individual dca 
sions The course which it is best for each individual to pursue in his 
own mterests is rarely the same as the course best calculated to pro- 
mote the interests of society as a whole, and if our economic system 
appears sometimes iantastic or even insane — as when foodstuffs are 
destroyed while men go hungry — we must remember that it is not sur- 
prising that the interaction of free individual decisions should lead so 
often to irrational, clumsy and bewildering results ^ 

Lest Joan Robinson’s statement be taken as an expression of Lord 
Keynes’ own philosophy, it is only fair to add the following passage from 
the latter’s posthumous article “Tbe Balance of Payments of the United 
States,” which expresses the foUowmg qualified endorsement of Adam 
Smith 

In the long run more fundamental forces may be at work, if all goes 
well, tending towards equilibrium, the significance of which may ulti- 
mately transcend ephemeral statistics I find myself moved, not for the 
first time, to remind contemporary economists that the classical teach 
mg embodied some permanent truths of great significance, which we 
are liable to-day to overlook because we associate them with other 
doctrines which we cannot now accept without much qualification 
There are m these matters deep undercurrents at nork, natural forces, 
one can call them, or even the mvisible band, which are operatmg to- 
wards equilibnum If it were not so, we could not have got on even so 
well as we have for many decades past * 

An unbiased reader of The Wealth of Nations will find that Adam Smith 
did not beheve in complete laisscr faire He did bcheve, however, that the 
forces of the market lead to full-employment equihbnum X/ird Keynes 
showed that they may not always do so and warns us to watch that part 
of our productive resources are not left idle, that the equilibnum we 
achieve is not an underemployment equiLbnum 
Joan Robmson’s cnticism goes much further She suggests that the 
course which it is best for the mdividual to take is rarefy the course best 
calculated to promote the mterests of soaety as a whole, and she implies 
that the activities of mdividuab ought to be coordmated by central plan 
ning 

Central planners, of course, will side with Mrs Robinson They do not 
marvel at the wonder of automatic and unconscious cooperation, they em- 


* Joan Robinson, Introduclhn to (he Theory of Employment {London MaczniUaa & 
Co Ltd, 1938), p 2 

> John Maynard Keynes The Balance of Payments of the United States,” Economic 
/ourna/, LVI (lime 1946), 186 
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phasize the negative features of the market economy: possible discrepancies 
between saving and investment, disequilibrium, unemployment, monopoly, 
and the fact that the distribution of income may be so unequal that the 
wants of many are not properly satisfied. 

This last argument is so basic that it can be used against the market 
economy even when it performs to perfection in every other respect. The 
plarmers, furthermore, may argue that static economic equilibrium (even 
full-employment equilibrium) is less important than economic growth and 
that growth ought to be planned and not left to private decisions concern- 
ing saving and investment. 

Once central planning is chosen in preference to the market economy, 
the whole system is fundamentally changed. For the time being we must 
leave as an open question whether the planned or the unplanned system is 
more productive or more amenable to economic growth. It is clear from 
the outset, however, that central planning must reduce the scope of private 
decisions. The planned economy abolishes private investment decisions and 
may affect the &ee choice of consumption and of occupation. 

Depending on our basic philosophies, we may see more merit in one sys- 
tem than in the other. We may also feel that both systems have their good 
and their weak points and that, accordingly, we should try to combine the 
best features of both. Whether and to which extent such an undertaking 
could be successful comparative economic analysis has to find out. Com- 
plicated interrelations are to be considered. They will emerge as soon as 
we ask how the two diametrically opposed systems, the free market econ- 
omy of the private enterprise system and the master plan of totalitarian so- 
cialism, propose to answer the seven questions outlined above. 


The Market Economy 

The question of what commodities (and how much of each) are to be pro- 
duced is in the private enterprise economy decided on the basis of revenue 
estimates and cost calculations of privately owned business firms. Assum- 
ing the demand for a product as given (once problem 6 has been solved) 
and assuming that we know the techniques of production, the private firms 
decide not only what and how much but also how to produce. Costs are 
known because the resources are privately owned and sold by their owners 
for the highest price the market will bear. Competition on both the markets 
of the products and the markets of the factors of production leads to prices 
which equalize demand and supply; and, as for the products, such prices 
will, in the end, cover costs without profit or loss. Profits will lead to in- 
creased supplies, and losses to reduced supplies, until equilibrium between 
supply and demand is achieved at a price which does not suggest any fur- 
ther adjustments. 
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It IS not to be assumed that all these pnvate decisions are always cor* 
rect, merely that through a process of trial and error a state of eqi^bnum 
will come about if no further change m the relevant data occurs 

It may seem strange that the pnvate enterprise economy can solve the 
fourth problem regarding the mtegration of mutually interdependent pro- 
duction processes, m view of the fact that these production processes are 
undertaken by independent pnvate firass But these firms are connected 
through the market, and changmg paces of both inputs and outputs lead 
to continuous adjustments and adaptations The result is mdeed astonish- 
ing the complicated process of mterrelatmg thousands of production proc- 
esses IS accomphshed without central direction The residt is remarkable 
even when we admit that the integration is achieved with faction and 
waste by a trial and-error process 

Now we have to turn to the problem of distnbution, the question ior 
^^hom we produce Hhat The distnbution problem is solved by the same 
market mechanism which supplies the data for cost calculations Smce the 
productive resources are found m pnvate ownership, the distnbution of 
such ownership and the market paces paid for the productive contnbutions 
detemune, between them, the personal income of the members of the free 
enterprise economy Needless to say, personal incomes, so determined, differ 
greatly, and the system can be criticized for us inequahiy of income dis- 
tnbution It is important to note, however, that the recipients of money m- 
comes are free to buy, within the limits of their income, what they fancy 
and that the production process adfusis itself to changes that occur m the 
y/ishes of the buyers It should be pomled out that some of the difficulties 
and factions m the market economy are caused by the marked degree of 
freedom w hich the consumers enjoy 

The freedom of consumers’ choice extends to the choice between present 
and future consumption. Members of (he free market economy are free to 
save part of their income This saving permits the production of capital 
goods which contnbute to the growth of the economy For the important 
adjustment of investment to saving, the free market economy relies on 
changes m mterest rates We remember that, in his cautious endorsement of 
Adam Smith, Lord Keynes spoke of “doctrines which we cannot now ac 
cept without much qualification ” This qualification concerns difficulties 
which arise in the free market economy when intended savings exceed 
intended mvestments It can be shown that reductions of interest rates do 
not always lead to the desired result of equalizing saving and investment 
The free market economy therefore cannot be relied upon to solve our 
fifth problem (concermng the “full” use of resources) It needs monetary 
and fiscal controls which influence the free decisions of its members in 
directly, without direct mterference through a central plan 

Our seventh problem (concermng motivations) is easily answered by 
reference to the profit motive or, more generally, the desire of the members 
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of the market economy to improve their position, to charge for their con- 
tributions to the production process the highest price the market will bear. 
This tendency is fraught with monopolistic dangers, but if competition can 
be maintained the motive power of self-interest is constantly recharged, 
because nobody is secure enough to relax his efforts. 


The Centrally Planned Economy 

In discussing the operation of a centrally planned economy, we must 
make first some assumptions concerning the system. To distinguish it to 
the utmost from the free market economy, we postulate: a dictator who 
determines the aims of the plan; government ownership of the material 
means of production; allocation of labor by command; and management of 
production by government officials who f ulfill predetermined production 
quotas. 

In tins system (which does not correspond to the present Russian econ- 
omy), the seven problems would be handled in the following manner: 

The rums of the plan (e.g., quickest industrialization, modernization of 
agricultural production, relocation of industry, armament production) 
would have to be translated into technical details, such as new steel mills 
or transportation facilities. Since capital goods “compete” with consumers’ 
goods for the limited supply of the factors of production, the plan would 
have to be all-inclusive. What is to be produced and how much would have 
to be worked out according to the aims of the plan, the available resources, 
and the need for proper balance and integration of the interdependent pro- 
duction processes. The consumers must abide by the dictator’s decision re- 
garding the quantity and quality of the consumers’ goods; labor must carry 
out its job wherever needed; and the managers must meet their production 
quotas. If one industry does not “fulfill,” other industries will not have the 
necessary materials or machines. We must assume that the centrally plaimed 
economy has to insist that its commands are being strictly obeyed. 

It is perhaps not entirely impossible to envisage such a command econ- 
omy without the use of money. Most likely, however, the planned economy 
will use money to compare heterogeneous input with output, to check on 
plan fulfillment when deliveries are paid by money transfers in the State 
Bank, to balance total wages against the total value of available con- 
sumers’ goods, and to facilitate the distribution of consumers’ goods. 

The plan determines the amount of capital accumulation. A turnover 
tax, for instance, may raise the prices of consumers’ goods far enough above 
their costs to cut the consumers’ demand down to the size of the available 
supply. 

The intricacies of industrial integration are solved by input-output equa- 
tions and, in practice, by considerable trial and error. It is difficult to see 
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how the question of the choice of the most economical techmques of pro- 
duction is to be answered in a system which does not rest on market prices 
The prices that may be set by the plan have no guiding function and are 
not necessanly a true expression of the value of the product or the factor 
If the problem of how to produce cannot properly be solved m the planned 
economy, this would constitute a senous weakness On the other hand, it 
may be taken for granted that the planned economy makes “full” (though 
not necessardy the most economical) use of its resources and that it can 
push development or growth more, since it can enforce a reduction m con- 
sumption which the consumers would not permit if they had any voice in 
the matter 

The planned economy envisaged above would do away with most of the 
freedoms which characterize the market economy of free pnvate enter- 
prise The consumers would perhaps be permitted to choose among the 
Items which the government had decided to produce But the government 
would not endanger the consistency of its ddEcult planning procedure by 
trying to follow the changing whims of the consumers The freedom of the 
individual to mvest in plant and equipment would be abolished 

If labor should be allocated by command, the question why people work 
is already answered It may be, however, that command is a rather poor 
way of inducing labor to the greatest effort, particularly lo agriculture, 
where labor often works in solitude The planned system may compromise, 
therefore, and tiy to induce greater effort through wage differentials Wage 
differentials can also be used to guide the labor supply into the right indus- 
tries Such a method would mt^uce free choice of occupation into the 
centrally planned economy but deprive the planned system of the possibihty 
of fulhllmg the ideal (if this should be the ideal) of equal income dis- 
tribution 

The fact that the dictator sets the aims of the totahtanan economy sim- 
plifies the task, inasmuch as one person’s decisions replace the varymg de- 
cisions of millions But we must remam conscious of the fact that the case 
of the dictatorship economy is not as simple as that of Robinson Crusoe’s 
economy Robmson knew all the data required for his decision The dicta- 
tor, on the other hand, it not superman enough to know even the smallest 
fraction of the data required for a successful coordmation of production in 
a centrally planned economy Though the ends are set by the dictator, the 
allocation of the material resources and of labor m a social economy is a 
most compheated task which, m the absence of a comprehensive pncing 
process, will need for its accompbshment an immense bureaucratic ap- 
paratus 
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Mixed Systems 

All economic systems in practice are “mixed” in the sense that the pre- 
dominantly free systems contain elements of pl annin g and that the planned 
systems make use of monetary incentives and of monetary accounting pro- 
cedures. However, economic literature discusses under the name of mixed 
systems specifically economies (real or potential) which combine the fea- 
tures of free consumers’ and occupational choices with government owner- 
ship of, at least, the “strategic” industries, and a fair amount of central 
planning. Later on we shall study interesting blueprints which suggest a 
mixture of pricing and planning, and also practical attempts toward such a 
compromise. Whether these mixed systems function well or badly will 
depend on the compatibility of their different aims and on the adequacy 
and practicability of the proposed means. 



CHAPTER 3 


THE FREE MARKET ECONOMY 


A Model of Capitalism 

The free market economy, which we are about to study m somewhat greater 
detail, IS neither the economy of present day capit^sm nor a system of 
laissez faire Laissez faire capitalism is characterized by a minimum of 
government interference While the free market economy, too, leaves gov- 
ernment interference out of consideration, it difers from laissz faue capital 
ism in the following respects (I) it is an abstract system rather than a 
real one, (2) it is an ideally competitive economy, (3) the factors of pro- 
duction are easily, without foction, moved from one mdustry to another 
The free market economy, in other words, represents a model of capitahsm 
As an unplanned economy it is characterized by the following assumptions 

( 1 ) The factors of production (labor, land, capital) are privately owned, 
and production takes place on the imtiative of private enterpnse 

(2) Income is received m monetary form through the sale of services 
of the factors of production and from profits of pnvate enterpnse 

(3) The members of the free market economy have freedom of choice 
with respect to consumption, occupation, savmg, and mvestment 

(4) The free market economy is not planned, controlled, or regulated 
by the government The government satisfies collective wants, but it does 
not compete with pnvate firms, nor does it tell the people where to work 
or what to produce 

A study of the free market economy will prove useful, but it will not be 
suffiment to allow us to evaluate capitalism, because our assumptions are 
by far too abstract Present-day capitalism will have to be the subject mat- 
ter of a more detailed mvestigation The abstract picture of the free market 
economy will show, however, how capitahsm would perform, as an ideal 
22 
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type, where the basic assumptions upon which the capitalist system rests 
are found in pure condition. 

This may seem to be the wrong approach. Why should we try to idealize 
a system with whose weaknesses we are well acquainted? Two answers to 
this question can be suggested. One is that the present-day capitalist sys- 
tem is not a pure system, that it has been adulterated, and that its bad fea- 
tures may be the result of impurity rather than the consequences of its basic 
characteristics, A study of the free market economy will reveal what capital- 
ism would be like if it performed perfectly, on its own terms, without any 
admixture of alien elements. The other answer is that this approach to 
capitalism is permissible in view of the fact that modem socialist theory 
treats socialism in the same abstract and idealistic fashion. Sometimes the 
abstract or ideal socialist economy, which wc come upon in modern blue- 
prints of socialism, is compared with the real capitalism of today^ — a com- 
parison which is hardly proper. If socialism is treated as an economic system 
in the abstract, wc should at first use the same method in studying the basic 
organizing principles of capitalism. 


Families, Firms, and Dollar Ballots 

The free market economy is not regulated by a central planning board. 
The members of such an economy are not told where to work or what to 
produce, nor docs the government control their consumption. They are 
free to choose their jobs (within the limits of training and ability) and free 
to spend their income on whichever commodities they prefer to buy. If 
they should decide not to spend their income but to save it, they are free 
to do so. 

Where there is no central plan, the direction of production has to rest 
with many private economies which are, as it were, the points of crystalliza- 
tion of the market economy. Of these private economies we can distinguish 
tw'o types. The first type is the consuming unit, the jamily. It receives a 
money income through the sale of the services of the factors of production 
(labor, land, and capital) which are in its private possession. To these 
sources of income (wages, rents, and interest payments), we have to add 
profits (dividends) which the consuming unit may derive from its share of 
ownership in the producing units. 

The second type of private economy is the producing unit, the firm. The 
firms are owned by, and are operated for, the consuming units, but they 
have, nevertheless, a life quite their own. Whether small grocery stores, 
farms, or giant steel corporations, the business units have this in common, 
they combine the services of the factors of production (which they buy 
from their owners) in technical processes in order to turn out commodities 
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or services which they sell on the market The commodities and services 
are bought either 1^ other firms or by the constmimg imits The ffltmiioc 
receive the money income with which they buy throu^ the sale of pro- 
ductive services to the busmess units 

The busmess units translate the consumers* demand for commodities mto 
a demand for labor, natural resources, and capital goods, j e , mto a de- 
mand for the services of the factors of production which are owned by 
the consummg units These factors can be used for the producuon of a 
great variety of commodities, and it has to be decided m which fields of 
mdustry they shall be employed This decision depends on what we can 
call the consumer’s ballot As the demand for a commodi^ mcreases, its 
price will nse, other thmgs remammg equal The producer of the com- 
modity, who wants to expand production because he anticipates higher 
profits, will be able to offer higher pnces for the services of tte factors of 
production He is able to outbid less fortunate producers As the con- 
sumers shift from coal to oil, the producers of oil bumen will hire the men 
who used to produce coal furnaces Of course, we cannot be sure that the 
factors needed for the expansion of one industry are the same as those set 
free by the contraction of the other In the long run, however, the necessary 
adjustments will take place in spite of temporary fnctions 

The consumer is free to spend his money on whichever commodities or 
services he decides to buy Since his total purchases are hroited by his 
personal income, each purchase is made at the expense of foregoing other 
purchases The consumer’s final choice will depend on (a) his individual 
circumstances and tastes (age, sex, education, cultural background, size of 
family, etc ) , (b) his personal income, (c) the part of his income which 
he wants to spend on consumers’ goods (his personal incorac minus his 
savings) , (d) the pnces of the commodities and services which he is actu- 
ally buying, and (e) the prices of other commodities and services whose 
purchase he is considenng 

In makmg bis choice our consumer casts his dollar ballots Though his 
decisions may seem insigmficant for the economy as a whole, the similar 
decisions of millions of others, to buy or not to buy at given pnces, deter- 
mine whether more or less of these commodities and services shall be pro- 
duced An increasmg demand for an article, the willingness on the part of 
the consumers to spend more mon^ on it, will mcrease the seller’s profit 
And since the seller wants to maximize his profit, he will expand his pro- 
duction A seller, however, whose product has not met with the approval 
of the buyers, faces decreased demand, may have to sell at a loss, and will 
either have to curtail his production or to stop it altogether 

Thus we see that, by their willingness to pay higher or lower pnces for 
different commodities and services, llm consumers actually direct produc- 
tion m such a way that the factors of production are employed m pro- 
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ducing the commodities from which the consumers hope to derive the high- 
est satisfaction. 

Here a basic weakness of the free market economy becomes apparent. 
Since the market counts the doDar of the poor and the rich alike, we are 
in the free market economy very far from the ideal (if this should be the 
ideal) of a imiform restriction of the satisfaction of wants. While individual 
consuming units within the market economy try, as best they can, to max- 
imize satisfaction within the limits of their incomes, no maximazation is 
even attempted for the economy as a whole. 

In order to achieve maximum satisfaction of wants for the entire econ- 
omy, the following difiSculties would have to be overcome: 

First, wants of different persons would have to be made comparable in 
relation to their respective urgency. This condition cannot be fulfilled. 
The nearest possible approach to a solution is the use of money. The 
willingness to spend an equal amount of money on the part of two persons 
could be said to indicate wants of equal importance. 

Second, it has to be understood that this approximation to an interper- 
sonal comparison of the intensity of wants requires that different persons 
have the same amount of money to spend. But perfect equality of per 
capita income is not found and cannot be found in the free market economy. 

Third, it might be argued that most people do not even know what is 
best for them and that a staff of experts or a benevolent dictator would be 
better able to maximize people’s satisfactions. It is obvious, however, that 
this solution could be attempted only in a centrally planned, and not in a 
free market, economy. 

When we say that the consumer directs production in a free market 
economy, we seem to ignore the fact that the consumer does not, as a rule, 
contract for his goods in advance; he buys what is already on the market. 
The solution to this problem has been given by Frank H. Knight. The 
consumer, he argues, 

, . . does not know what he will want, and how much, and how badly; 
consequently he leaves it to producers to create goods and hold them 
ready for his decision when the time comes. The clue to the apparent 
paradox is, of course, the “law of large numbers,” the consolidation of 
risks (or uncertainties). The consumer is, to himself, oidy one; to the 
producer he is a mere multitude in which individuality is lost. It turns 
out that an outsider can foresee the wants of a multitude with more 
ease and accuracy than an individual can attain with respect to his 
own. This phenomenon ^ves us the most fundamental feature of the 
economic system, production for a market.'^ 

1 Frank H. Knight, Risk, Uncertainty and Profit (Boston: Houghton Mifflin Company, 
1921),p. 241. 
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While the consumer does not contract for his goods m advance, he has 
at least a veto power m the form of not buying, which, m the long run, 
helps to guide production accordmg to tus wishes 


Saving and Investment 

We have seen that the producing units translate the demand of the con- 
sumers into a demand for the seances of the factors of production They 
buy these services in order to produce consumers’ goods The consumers’ 
goods are bought by the families, who in turn receive the income with 
which they buy through sates of their services to business firms While 
money is constantly paid out by busmess units to consuming units (flowing 
from firms to families), it ts spent by the families on commodities and 
services produced by the firms, thus flowing right back to the firms only to 
be paid out again for new services needed for continued production proc- 
esses KS” 

We see that money remains in the market and that it flows incessantly 
from firm to family and from family to firm in a never-ending circle The 
services and commodities, on the other hand, flow through the market, dis- 
appear m consumption, and are replaced by the output of a continuing pro- 
ductive effort K 

If the consuming umts save part of their income, we have to change our 
Simplified picture of the money flow 

Suppose that these savings are instantly invested, that they are used to 
finance the production of new capital goods by business firms in the capital 
goods industries Capital or investment goods (such as tools, machines, 
raw materials, and factory buildings) are goods which serve production 
rather than consumption purposes With their help we arc able to increase 
the future output of consumers’ goods, but we must remember that, at full 
employment, we can produce capital goods only at the expense of a re- 
duction of our present consumption below an otherwise possible maximum 
Savings, when invested, do not interrupt the money flow from family to 
firm The saved up portion of the earned income is teing spent on capital 
goods "by the trms whic^i borrowed (be savmgs In (he produrtion ot ifticsc 
capital goods income is earned just as in the production of consumers* 
goods Our model of the circular flow of money remains, therefore, basi- 
cally correct The saved part of the earned mcome of families is given to 
firms as loans, is spent by the firms on the products of other firms (m the 
capital goods industries), which also make mcome payments to families 
Were it not for the fact that the families save part of their income, the 
total expenditure on consumers’ ^xxls would tend to be greater than the 
supply of consumers's goods at cost prices, because the families’ income is 
now earned in produemg both consumers’ and capital goods and therefore 
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larger than the value of the consumers’ goods. We see that the process of 
saving has made it possible to increase the productivity of the economy 
through the creation of more and better productive equipment. Productive 
resources, which would have been devoted to consumers’ goods production 
had the families insisted on spending their whole income on consumption, 
are freed through the process of saving, thus permitting the production of 
additional investment goods which will turn out more and better con- 
sumers’ goods in the future. 

The assumption that savings will promptly be invested rests, in our 
model of the free market economy, on the fact that an increased supply of 
savings will, other things remaining equal, lower the price of loanable funds, 
i.e., the rate of interest. At a lower rate of interest the business units are 
supposed to borrow more funds than before because their investment ac- 
tivities depend on the relations between the rate of interest and the antici- 
pated rates of profit.^ 


Acquisitiveness and Competition 

In the free market economy, all sellers of goods and services (including 
labor) try to obtain the highest price possible. Likewise, aU buyers of 
goods and services seek to pay the lowest price possible. Thus, while all 
private economies are dependent on exchange, they are at the same time 
concerned with getting as much as they can out of these exchanges. Since, 
as a rule, there are always several would-be sellers and several would-be 
buyers present, the acquisitive tendency, which aims at the payment of low 
prices and the receipt of high prices, is counteracted by the fear of competi- 
tion, which produces a readiness to accept, if necessary, lower prices and 
to pay, if necessary, higher prices. Acquisitiveness and competition to- 
gether are responsible for the establishment of prices at which demand 
and supply are exactly equal. Each unit of the free market economy trades 
on two markets. The family is a buyer of consumers’ goods and a seller of 
productive services; the firm is a buyer of productive services and a seller 
of consumers’ goods. And on each market buyers as well as sellers fight on 
two fronts: against the person with whom they are bargaining and against 
their competitors. 

Acquisitiveness and competition are the driving forces in the free market 
economy, which is therefore sometimes referred to as a profit economy or 
a competitive economy. We assume at present that competition is not 
hampered by monopolistic tendencies. Competition is assumed to be free, 
perfect, and pure. 

2 A fuller discussion of the circular flow of money can be found in George N. Halm, 
Economics oj Money and Banking (Homewood, Dl.: Richard D. Dwin, Inc., 1956), 
Chap. 2. 
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What we have called the acquisitive tcndenqr is often referred to as the 
profit motive That we have chosen the broader term is due to the fact 
that the profit motive of the business imit finds its counterpart m a similar 
attitude on the part of the consummg unit In both the busmess and the 
consummg umt this acquisitive attitude leads to the same results it urges 
the umts to aim at the highest possible gams, not only m buying and sellmg 
but also in consummg and producmg 


The Trend toward Equilibrium 

The pacing process of the free market economy represents itself as a senes 
of reciprocal pace relations which have the tendency of bringing the econ- 
omy to a state of equilibrium This state wiU have been reached when 
every factor of production is employed where it is paid the highest possible 
pace, where it satisfies the most powerful demand m terms of dollars In 
this state of equilibnum paces can no longer change of themselves, i e , 
without a precedmg change m the price determmants which he outside the 
pacing process 

Demand is detemuned not only by paces and mcomes but also by the 
primary scale of values of mdivtdual human beings Supply likewise has 
ultimate determmants that are largely mdependent of prices (1) the sup- 
ply of the factors of production (size and composition of population, 
natural resources and capital goods) and (2) the techmcal know bow that 
exists at any given tune 

The ultimate causes of disequtlibnum m the free market economy are 
therefore changes m human needs (which, however, are measured only 
accordmg to the purchasing power with which they are endowed), changes 
m the supply of factors of production, and changes m technical know-how 
These changes offer new scope for acquisitive and competitive activities, 
and there is, agam, a tendency for a state to be reached which represents 
the new optimum position for aD pnvate economies (the consummg and 
the producmg umts) under the new conditions 

Tlie workmg of the pace mechanism can best be shown if we assume, 
first, that equilibrium exists, next, that this equilibrium position has been 
disturbed, and if we then watch the pace adjustments which lead back agam 
to equilibnum 

Suppose that a new technique permits a lowermg of the umt cost of pro- 
duction through a substitution of capital for labor The equilibnum posi- 
tion which existed is now disturbed b^use (1) the demand for the factors 
of production has been changed, (2) the mcomes of the owners of the 
factors are affected, (3) the change m mcomes alters the demand for con- 
sumers' goods, (4) the pace of the product has been lowered through 
cost reduction and competitive pressure, (5) a change m the pace of one 
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commodity tends to affect the demand for other commodities, (6) this 
change in demand for commodities again affects the demand for factors 
and the incomes of the owners of the factors — and so on ad infinitum. 

The demand for loanable funds increases, since the new technique uses 
more elaborate machinery. The rate of interest tends to rise. The total de- 
mand for labor ■mil momentarily fall off because of the substitution of cap- 
ital for labor. But lower wages and higher rates of interest may, in time, 
induce other firms, whose production techniques have not changed, to 
substitute labor for capital. Competition will lower the price of the product, 
which can be produced more cheaply than before. Whether total expend- 
iture for this product will increase, fall, or stay the same will depend on 
the elasticity of demand. If total expenditure for the product changes, there 
will also be a change in the demand for other products, owing to the ab- 
sorption or release of purchasing power in the buying of the cheapened 
product. The above-mentioned changes in income will lead to further 
changes in demand. 

Production and factor allocation will have to adjust themselves to all 
these changes; and as production follows the consumers’ demand, as it ex- 
pands and contracts, the original price changes will reverse themselves 
because of these adjustments. This is true for the commodity markets as 
well as for the factor markets. The price changes will not cease as long as 
there is room for the private economies to improve their positions through 
further changes. For the consumer, equilibrium is reached where the mar- 
giinal utility of the products bought corresponds to their price; for the seller 
of productive services, where he cannot sell at a better price all he wants 
■ to sell; and for the businessman, where his return is just enough to keep 
him in business with no tendency to expand or contract production. 

Technically, the free market economy performs very well indeed. This 
fact is not surprising, since we have assumed away all complications and 
frictions. It is a full employment economy because we endowed it with the 
power to shift the factors of production with ease from industry to in- 
dustry and because we assumed instantaneous investment of all forth- 
coming savings. To praise results which were implied in our very assump- 
tions would be foolish. 

And yet it is worth while to consider that we have before us a model of 
a social economy which solves its problems without conscious leadership, 
without a central plan of action. Each person in this economic society sees 
only a tiny section of the whole and acts as though all prices were given. 
But all persons taken together, driven by their desire to gain and their fear 
of losing, solve problems of whose complexity they are not in the least 
aware. 
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Shortcomings of the Market Economy 

The consistent relations which are maintained between all pnces m a free 
market economy are more than merely a convenient assumption for the 
benefit of a simplified model The whole logic of the market economy de- 
pends on them We shall see that, far from behttlmg this aspect of the 
market economy, liberal socialist writers are rather eager to show that the 
socialist economy could be based on the same consistent pneing process 
which IS found in the free market economy The socialists however, cannot 
claim and do not want to claim that the workmg of the price system would 
be automatic in sociaUsm We note that in a free market economy nobody 
“sets” the prices In a socialist economy the pnces of the matenal means of 
production would have to be set and frequently adjusted by the govern- 
ment, because the market forces would not be able to work automatically 
where the government owns the matenal means of production Of this more 
later 

The driving power of the free market economy is not the command of 
the government If it were, it would be incompatible with the unplanned 
character of the free market economy By the very logic of the system, the 
private economies can be relied upon to act precisely as required The 
model of the free market economy includes the driving power of the profit 
motive and the checkmg power of competition While abstract, the model 
will work on its own terms without requmng conscious guidance 

That the free market economy offers a degree of freedom of action which 
the members of a planned economy could not enjoy is quite obvious It 
IS important, however, that we recognize the quahfied nature of that free- 
dom Free choice of consumption, as well as of occupation, does not mean 
too much for the person who has a very Imiited amount to spend on con- 
sumption and on education The free choice, furthermore, is limited to the 
alternatives offered on the market We can sell our services on the market 
only for the prevailing market price and not for what we would like to get, 
and we cannot sell at all where no demand exists 

Even the ideal free market economy is clearly an economy m which m- 
come is distributed very unequally And smee we have left the government 
enUrely out of the picture, we cannot very well introduce it now to bring 
about a more equal mcome distribution It is therefore essential that we do 
not fall mto the error of clamung more for the free market economy than 
IS imphed in its assumptions 

The member of the free market economy is “free” also m the negative 
sense that nobody is responsible for him and that he is not responsible for 
others Let him be unemployed or bankrupt, and he will have to bear the 
consequences This negative aspect of our model cames httle weight, how 
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ever, as long as we assume its perfect functioning. Unemployment uill 
occur only rarely and only for short periods. 

Finally, it must be stated that the relations between the members of the 
free market economy are antagonistic rather than harmonious. The private 
economies meet as buyers and sellers, as employers and employees, and as 
competitor. The free market economy solves the problems of the social 
economy without demanding any social integration other than through the 
“invisible hand,” which works via competition rather than through con- 
scious cooperation. ^Tiether such competition is good or bad is not for the 
economist to decide.^ 

The Appendix explores the question of whether the pricing process of 
the tree market economy can be applied to economic systems other than 
capitalism. The degree of abstraction of this discussion and, accordingly, its 
difficulty are greater than that of the rest of the book. But if the Appendix 
can be mastered, it wll repay the effort by an increased insight into the 
problems of factor allocation, which must be solved in all social systems. 
It will, e.g., be useful for a better understanding of the basic problems of 
central planning (to be discussed in Chapters 18 and 19) or for a clarifica- 
tion of the difference between personal and functional distribution (to be 
discussed in Chapters 5 and 17). 

3 Some passages of this chapter followed the formulations used in the author’s con- 
tribution “Further Considerations on the Possibility of Adequate Calculation in a 
Socialist Community,” to Collectivist Economic Planning, ed. F. A. Hayek (London: 
George Routledge & Sons, Ltd., and Kegan. Paul, Trench, Trubner & Co., Ltd., 1935), 
pp. 131-200. 
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CHAPTER 4 


THE CAPITALIST ECONOMY 


Introduction 

In Chapter 3 we discussed the free market economy which we considered 
a model of capitalism. Now we must try to enumerate and evaluate the 
characteristic features of capitalism as it exists today. Even this picture 
cannot be fully realistic, however. It can be, as it were, only a map of 
reality. We must remain conscious of the fact that the economies of the 
capitalist countries differ in their factor endowment, their history, and 
(most important in the context of our investigation) the economic activities 
of their governments. Some countries have gone further than others in their 
endeavor to regulate the private sector of the economy or in their desire to 
expand the public sector. Indeed, these deviations from the model of the 
free market economy may become so important that the economy in ques- 
tion looses gradually the most distinctive feature of capitalism: the absence 
of a central plan. 

We have already used the term “totalitarian capitalism” or “fascism.” ^ 
This system differs basically from the type of capitalism now under discus- 
sion and win find its proper place in our treatment of the totalitarian sys- 
tems.2 We eliminate eJso what has been referred to as laissez-faire capital- 
ism. None of the existing capitalist economies corresponds to this some- 
what vague concept; indeed, it may be doubted that it ever was a good 
description of the existing state of affairs in the past.® 

The discussion will be broad enough to cover the basic features of the 


1 See Chapter 1, above. 

2 See Part V, below. 

s Cf. T. S. Ashton, “The Treatment of Capitalism by Historians,” in Capitalism and 
the Historians, ed. F. A. Hayek (Chicago: The University of Chicago Press, 1954), 
pp. 33-63. 
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industnal ecoaomies of the West vthich are not gmded by a central plan 
The case m which peacetime regulations are so numerous that they impair 
the working of the pnw mechanism* but not numerous enough to use the 
terms “sociahst” or “centrally planned,” will be discussed later on.< An- 
other type which mires features of the market and planned systems is that 
of underdeveloped countries in the process of development It will be dis 
cussed in Chapter 22 


Absence of a Central Economic Plan 

The economies of the capitalist cotmtnes rest, m the mam, on the inde- 
pendent (but interdependent) mdividual actions of millions of pnvate 
economies These acuons are not coordinated by a central plan Market 
prices, on which the decisions and calculations of the consuming and pro- 
duemg umts are based, are, as a rule, not set by the government, under 
competitive conditions they are the result of market forces However, pnees 
may be set by pnvate firms m instances of monopolistic or oligopolistic 
power Since we face here a very important deviation from the prmciples 
of our competitive model of the free market economy, we must pay close 
attention to the monopolisticfeatures of capitalism 

Absence of a ceoti^ plan does not constitute a case of laissez faire The 
government of a modem capitalist country has important tasks to fulfill 
These tasks can be divided into two major functions ( 1 ) The government 
has to see to it that communal wants are properly satisfied These are the 
wants for the satisfaction of which a pace either could not be charged to the 
mdividual (national defense, or fiood control) or ought not to be charged 
(pubhc education) (2) The government has to see to it that the actions of 
the pnvate economies are properly regulated The government ought to 
establish healthy monetary and credit conditions, to maintain an aggregate 
dedfand which is neither too large nor too small, and to see to it that mo- 
nopolistic powers are kept in check We shall become acquamted with these 
regulatory activities of the govemraent Here it is only important to em 
phasize that they do not constitute a central plan and that they need not 
mterfere with the pnee mechanism or the economic freedom of the pnvate 
economies On the contrary, the real market economy can function satisfac- 
torily only when sound monetary conditions are maintained, when reces- 
sions are prevented from developing into depressions, and when a sufficient 
degree of competition is upheld 

Needless to say, the governments in capitalist countnes do not always 
limit themselves to these indirect controls which support the workmg of the 
price mechanism, often they mterfere dumsily and haphazardly with market 


*Se« Chapter 21, below 
6 See pp 285 296 
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pricing, without a sufficient understanding of the working principles of a 
free economy. From these misdirected government activities we need not 
draw the conclusion that the government sector of the capitalist economy 
ought to be as small as possible. It is essential, however, that the price sys- 
tem be supported by indirect controls and not replaced by direct ones. 


Consumer^ Sovereignty 

It should be clearly understood that free choice of consumption in capital- 
ism has the full meaning of consumers’ sovereignty. Even in a centrally 
planned totalitarian economy the citizens may be given a money income and 
permitted to buy freely (without ration cards) whatever they may be able 
to procure at set prices. This freedom of consumers’ choice, however, does 
not constitute consumers’ sovereignty, unless the effects of these purchases 
on consumer goods prices are used as a guide for future production. 

Whether the principle of consumers’ sovereignty should be adhered to 
is a most basic question whose implications far transcend the field of eco- 
nomics. Indeed, one may well ask whether the consumer is a wise or a stupid 
sovereign.® Much TV advertising seems to presume the latter. Nevertheless, 
was not John Maynard Keynes right when he said that the greatest loss of 
the homogeneous or totalitarian state was the loss of personal choice? As 
economists we cannot answer these questions. But should we decide for 
consumers’ sovereignty, we argue strongly for the capitalist market econ- 
omy, because our freedom of personal choice is more securely embedded in 
a private enterprise system than in an economy where the government owns 
the material means of production. The very existence of centralized power 
endangers consumers’ sovereignty, because those who have the duty and the 
power to plan are invariably tempted to substitute their (supposedly su- 
perior) decisions for the wishes of the consumers. Barbara Wootton^re- 
minds us that 

the temptation to exact unnecessary cultural uniformity is always likely 
to be strong among those men and women who are personally respon- 
sible for making the decisions which constitute economic planning. 

It will be strong because it is, generally speaking, easier to plan for 
uniformity than for diversity. It will be strong because people who 
arrive at positions of power are, inevitably, people who enjoy the ex- 


* Sec, c.g., Alfred R. Oxenfeldt, Economic Systems in Action (New York: Holt, Rir-e- 
hart and Winston, Inc., 1952), p. 15. Cf. also John Stuart Mill, Principles of Politjeal 
Economy (New York: The Colonial Press, 1899), Vol. H, Book 5, Chap. ll,''j)ara- 
graph 8. 

’ John Maynard Keynes, The General Theory of Employment, Interest and Money 
(London: Macmillan & Co. Ltd., 1936), p. 380. , 
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ercise of power This is, of course, as true of the powerful whose la 
tentions are good as of those whose designs ate evil * 

Socialists claim that consumers’ sovereignty has little meaning in capj 
talism, owing to the unequal income distribution Thus, if a defender of 
capitalism speaks of the dollar ballots which guide production, the socialist 
will answer that considenng the much larger number of votes the rich can 
cast, capitalism cannot be considered a true consumers’ democracy Indeed, 
we ought not to forget that ‘ wants which cannot clothe themselves m money 
are left undetected and unsatisfied and [that] the luxurious fancies of the 
nch exert a stronger pull on the productive resources of the community than 
the stark needs of the poor ” * 


Free Choice of Occupation 

la capitalism the mdividua? is free to choose his job, bat he is limited m his 
choice by ability, training and the existing market conditions Free choice 
of occupation implies that, in order to attract a sufficient supply of a special 
kind of labor to an industry, where this labor is more urgently needed than 
elsewhere, wages must be high enough to exert the needed enticement Free 
choice of occupation, therefore, is incompatible with equal income distn 
bution When attempts are made to make the income distnbutioo within a 
market economy somewhat more equal, care must be taken lest the alloca 
tion process be ^sturbed 

Wage differentials and unequal mcome distribution have a tendency 
to perpetuate themselves to some degree Scarcity of a given quahty of work 
caused by expensive and time consuming trammg, leads to higher mcome 
out of which further expensive education for one’s children can be paid 
This suggests that in the Geld of education can be found one of the most 
proactive approaches toward a greater equality of opportumty and, cventu 
ally, of income 

We must emphasize that free choice of occupation does not imply a “ngh* 
to work ” Free occupational choice may mean little m an economy suffer 
m^ftom ^rolon^d mas& uaemqlQymcnt Thnn-iphiitoj^itnQt.bc available 
for those who are qualified and are willing to work at prevailing market 
wages It has sometimes been argued that, at sufficiently low wages cm 

* Barbara \^ 0 otton Freedom under Planning (Chapel Hill The University of Korth 
CarolinaPress. 1945),p 31 

* Q ^ Robertson, The Control oj Industry (London Cambridge University Press 
19ii3),p 87 

10 Wt must add that unemployment can be of the “voluntary” type where those offer 
mg thaj services are not willing “to accept a reward corresponding to the value of the 
product^ffnbutable to the margioai product of a amt of lalw See Keyses, op at, 
p6 
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ployment could always be found for all who are willing to work. That such 
an oversimplified application of demand-and-supply analysis is not justified 
will be shown in Chapter 8. Situations can arise when wage cuts will not 
increase employment but will actually make matters worse. 

Unemployment means that the wage earner is potentially insecure. If 
milli ons are exposed to protracted unemployment, they may be tempted to 
choose a centrally planned system in preference to capitalism, even though 
the security of the totalitarian system may be that of the barracks. Adolf 
Hitler’s rise to power during the mass unemployment of the early ’thirties 
ought never to be forgotten. 

Karl Marx suggested that the laborer in the capitalist system is “free in 
the double sense, that as a free man he can dispose of his labor-power as his 
own commodity and that, on the other hand, he has no other commodity for 
sale, is short of everything necessary for the realization of his labor- 
power.” Marx wanted to show that, lacking the modern instruments of 
production, the laborer, though a free agent, has to sell his services to the 
owner of these instruments, the capitalist, at the lowest possible wage, i.e., 
the wage that just permits the laborer’s subsistence and reproduction 
Marx’s argument was wrong. Capital, in turn, depends on labor. But it is 
true that labor had first to establish its proper bargaining power through 
association — a point which was clearly seen by Adam Smith. 

Marx was the first to emphasize another point which is of importance for 
a realistic appraisal of the capitalist economy. He pointed out that, once he 
had sold his labor power, the worker was no longer free during the labor 
day but under the command of his capitalist employer. We must remember, 
however, that a changeover from a market economy to a centrally planned 
economy would not alter the dependent status of most workers and that it 
may stiU be better to work for a private firm (whose domination one may 
escape) , than for the all-powerful state. 

Socialist writers followed Marx in pointing out that freedom in capitalism 
suffers from the fact that “the bulk of workers find themselves divorced 
from the ownership of the instruments of production in such a way as to 
pass into the position of wage earners, whose subsistence, security and per- 
sonal freedom seem dependent on the will of a relatively small proportion 
of the nation.” William H. Beveridge excludes, for the same reason, from 
his list of essential liberties in his free society the “liberty of a private citizen 
to own means of production and to employ other citizens in operating them 
at a wage.” This liberty, he says, “is not and never has been enjoyed by 
more than a very small proportion of the British people,” and he is willing 
to abolish private property if this should be necessary for the achievement 

Karl Marx, Capital; A Critique of Political Economy (Chicago; Kerr & Company, 
1906). I, 187-188. 

12 Sitoey Webb and Beatrice Webb, The Decay of Capitalist Civilization (New York: 
Harcourt, Brace and Company, 1923), p. 2. 
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of full employment ** Bevendge is conscious of the fact that, together with 
private property, he would abolish private enterpnse and capitalism How- 
ever he does not tell his readers how the freedom of his society could then 
be maintained under government ownership of the matenal means of pro- 
duction 


Free Enterprise 

Free choice of consumption and occupation imply private ownership of 
consumers’ goods and of labor The freedom of private enterpnse necessi- 
tates pnvate ownership of the material means of production Without these 
property rights it would be next to impossible to have an unplanned econ- 
omy just as a central plan cannot be in operation where private property 
in Its jull meaning exists If pnvate property is to mean more than the nghl 
to income from ownership of land and capital, if jt is to mean the right to 
control to dispose, to invest — then pnvate property and the unplanned 
economy are inseparable 

The unplanned character of the capitalist economy, furthermore, imphes 
freedom of inditidual initiative Where the government does not coordinate 
the productive efforts of the citizens, such coordination must be the result 
of the activities of private enterprise 

Where the business unit is small (m the farm, the store, the small manu 
facturmg plant even in the small corporation) the owner controls the pro- 
ductive process, develops entrepreneurial initiative, makes profits and in 
curs losses as the case may be This is no longer true, however, for the big 
corporation where manageraenl may easily be divorced from ownership 
where shareholders are cniulcd to income when profit is made, but where 
management and entrepreneurial iiuUative are delegated to hired function- 
angs The ‘ owners” are, in this case, not very different from those who 
merely lend their savings at fixed rates of interest It has been said that the 
development of the modem corporation has resulted in ‘‘the dissolution 
of the old atom of ownership into its component parts, control and benefi- 
cial ownership’ and that “this explosion of the atom of property destroys 
the basis of the old assumption that the quest for profits will spur the owner 
of mdustnal property to its effective use ” ** 

These conclusions weaken somewhat the argument that profits are always 
made and allocated to produce a maximum of individual initiativ'e We can- 
not even be sure that what individual initiative is forthcoming will be di- 


is William H BcNcridge Full Employment in a Fret Society (New '^ork W W 
Norton and Company Inc 1945) p 23 

n Adolf A Berie Jr and Gardiner C Meins The Modern Corporation and Prnate 

Properly (New York The MacmillanCompany, 1933) pp 8,9 
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reeled toward increased eiBciency and not toward devices by which man- 
agement may enrich itself at the expense of ownership.^® 

Berle and Means believe that 

. . . for the tens and even hundreds of thousands of workers and of 
owners in a single enterprise, individual initiative no longer exists. 
Their activity is group activity on a scale so large that the individual, 
except he be in a position of control, has dropped into relative insig- 
nificance. . . . Group activity, the coordinating of the different steps 
in production, the extreme division of labor in large scale enterprise 
necessarily imply not individualism but cooperation and the acceptance 
of authority almost to the point of autocracy. ... At the very pin- 
nacle of the hierarchy of organization in a great corporation, there 
alone, can individual initiative have a measure of free play.^® 

These statements are important for a realistic interpretation of capitalism. 
But we cannot agree with writers for whom this situation (the “managerial 
revolution”) obliterates the essential differences between the various eco- 
nomic systems and who argue that in all systems the managers are the rul- 
ing class.^’^ 

It is true that, with respect to the internal functional division of labor, 
there is much similarity between the big private corporation and a national- 
ized industry. The mistake lies in the confusion of this internal division of 
functions with the problems of external relations. The capitalist manager 
makes free investment decisions which arc based on cost-price relations; 
the public manager in a centrally planned economy fulfills prescribed pro- 
duction quotas as the plan commands. In this respect there is a world of 
difference'between the capitalist manager and the public manager. 

Having stressed the importance of the big corporation in modern capital- 
ism, we hasten to add that there exist hundreds of thousands of private 

ir>That the theory of Berle and Means is not allogelhcr new is shown in the two fol- 
lowing quotations. .'Alfred Marshall refers to the fact that “the great body of the share- 
holders of a joint-stock company are . . . almost powerless” and adds, “It is a strong 
proof of the marvelous growth in recent times of a spirit of honesty and uprightness 
in commercial matters, that the leading officers of great public companies yield as 
little as they do to the vast temptations to fraud which lie in their way.” — Principles 
of Economics, 8th ed. (London; Macmillan & Co. Ltd., 1925), p. 303. John Stuart 
Mill wrote half a century earlier, “The administration of a joint stock association is, 
in the main, administration by hired servants, ... the business being the principal 
concern of no one except those who arc hired to carry it on. But experience shows, 
. . . how inferior is the quality of hired servants, compared with the ministration of 
those personally interested in the work . . .” — op cil., I, i36. 

1 C Berle and Means, op cit., pp. 125, 349. 

11 See, e.g., James Burnham, The Managerial Revoltirion (New York: The John Day 
Company, IiTc., 1941), and~rccenlly, from the communist side, Milovnn Djilas, The 
New Class: An Analysis of the Communist System (New York: Frederick A. Praeger, 
Inc., 1957). 
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cnterpnses m which ownership and control are still m the same hands Per- 
haps even more charactenstic than the existence of a few hundred hig cor- 
porations IS the fact that the freedom of the capitahst system leads to a great 
diversity of industrial umls This diversity makes it more likely * m every 
unexpected contingency, that somewimre there will be found a type of 
mstitution best fitted to master the new conditions Industrial diversity of- 
fers a better chance that somewhere and somehow the ideas of innovators 
will at least be given a trial and provided with the facilities for develop- 
ment ” 

We could list this fact separately m an enumeration of economic free- 
doms under capitalism that the forms and sizes of pnvate enterprise are 
adjustable to their tasks and thus provide a fiexibihty which bureaucratic 
systems may not be able to match 


The Freedom to Save and Invest 

The freedom to save is already mcluded m the free choice of consumption, 
smce It sunply amounts to the freedom to choose between consumption now 
and consumption in the future Savmg can be defined as not-consunung 
The decrease m present consumption is a sacnfice made for the enjoyment 
of future coQsuinptiOQ In capitalism the nght to save is supported and 
enhanced by the nght to bequeath t^th, so that the choice between pres- 
ent and future consumption is not limited to the adult life of one person 
The nght to bequeath (or to inbent) cannot be granted too readily m 
economic systems which aim at government ownership of the matenal 
means of pi^uction The accumulation of savings means the accumulation 
of wealth which will have to consist, directly or indirectly, in claims on 
mcome from the ownership of the matenal resources of the nation. The free- 
dom to save, to mhent, and to accumulate wealth ts therefore a nght which 
IS even more peculiar for capitalism than is the free choice of consumption 
and of occupation 

The freedom to invest is implied m the unplanned character of the capi- 
talist economy By investment we mean the purchase or production of new 
^5i5\df iy iu’Astwj' iraar axp janster jw* In 

mvest We cannot be sure, therefore, that the produchon of investment 
goods will always correspond to intended savings during any period In 
our model of the free market economy we assumed that the rates of mter 
est would be just high enough to bnng about an equality between savmg 
and investment In this case unemployment and deflation will be avoided 
But if money has been earned as income and is spent neither on consumers’ 
nor on capital goods, the result will be a dedine in employment and na- 

*®Cf Johniewkes coaUtbuiioa to Probkmt of United States Economic Development 

'New York Committee for Economic Development. 195S), 1.263 
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tional income. Such a discrepancy is possible in an unplanned economy. 
It is possible because of the freedom to consume, to save, and to invest 
and because of the fact that those who save are, as a rule, a different group 
from those who invest. True, the market is supposed to bring saving and 
investment into balance, but under certain circumstances it may fail to do 
so. Then it is the task of the government to see to it that a sufficient amount 
of spending is maintained. We shall see how this task is accomplished 
through monetary and fiscal policies within the framework of the capitalist 
economy.^® 

In its attempt to maintain a sufficient amount of spending, the govern- 
ment may overshoot its aim and let inflationary pressures develop. But 
inflation certainly has not been exclusively only a capitalist sin; as we shall 
see, all social economic systems seem to be guUty of it. 



Our model of the free market economy was a competitive model; it had to 
be, because a sufficient amount of competition is indispensable if the whole 
production and distribution process is to be regulated by market forces. 
This same thought, more than a hundred years ago, made John Stuart Mill 
say that “only through the principle of competition has political economy 
any pretension to the character of a science.” ^ 

Competition is necessary in a capitalist economy to keep initiative con- 
stantly on the alert, to protect the consumer against exploitation, and to 
maintain a sufficiently flexible price system. Nevertheless, monopolistic 
tendencies are an intrinsic feature of the capitalist economy. They are the 
outgrowth of the consistent and unrelenting application of the profit motive 
by the private economies; it is indeed because competition keeps the ac- 
quisitive tendencies in check that it is eliminated wherever feasible. 

Where the producing units are small and numerous, a monopolistic po- 
sition cannot be achieved; but where the average size of the producing 
units has grown very large and where only a few firms constitute the whole 
industry, competition has become more limited. It has been argued that 
in this situation monopolistic tendencies can be defended as a legitimate 
reduction of the risk implied in the investment of the enormous amounts of 
capital that form the productive apparatus of modem large-scale produc- 
tion. We shall examine these claims in Chapter 7. At present it suffices to 
state that monopolistic tendencies are inherent in modem capitalism, but 
that they are, at the same time, a negation of its basic philosophy, accord- 
ing to which no private agent should be strong enough to rig the market. 
Some of the most ardent defenders of the free market system therefore have 

See Chapter 9, below. 

2<>Mil]^ejr.,I,235. 
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emphasized that it may be necessaiy for the government to plan for com 
petition ’ 

In our discussion of the free market economy, we saw that each member 
of the economy trades on two markets (as consumer and producer) and 
that on each market buyers as well as sellers fight on two fronts against the 
person with whom they are bargaining and against their competitors If 
much competition exists on one side of the market (c g among employees) 
but not on the other side (among emplojers) the chances are that the side 
with the lesser competition gams the advantage in bargaining This fact, 
which was already clearly stated by Adam Smith ** has recently been cm 
phasized in John Kenneth Galbraiths theory of countervailing power*® 
Galbraith suggests that capitalism can work reasonably well m spite 
of Its monopolistic tendencies since new restraints have in part taken 
the place of the resinints imposed by competition These restraints do not 
appear on the same side of the market but on the opposite side Thus the 
employers who according to Adam Smith can so easily band together are 
faced with a contrary defensive combination of workmen ** Similarly, 
the suppliers of consumers goods may meet a consumers cooperative on 
the other side or a food chain or mail order houses Galbraith does not 
claim that countervailing power is always cITcciivc and he states expressly 
that it fails to work in times of inflation But his theory suggests that the 
government can maintain a reasonable balance m the market place not only 
by breaking up monopolies but also by strengthening countervailing 
against original power 

If we want to express these thoughts in terms of economic freedom com 
petition can be described as the right to or the possibility of free entry 
into a market and countervailing power as the freedom of association 


Captlahsm and ProdiictiMty 

To compare the productivity of different economic systems is an important 
task of comparative economic analysis But it is also perhaps the most exas 
peraling of such tasks The difficulty is that a country s economic system 
IS only one of many factors which determine the sire of the country s real 
per capita income growth rate and other measures of productivity We can 
compare either the economy of different countries during the same period or 

2' See eg FA Hayek Tl e Road to Serfdom (Ch cago The Un versity of Ch cago 
Press 1944) Henry C Simons hconom c Pol cy for a Free Society {Chz^f,o The 
Univers ty of Ch cago Press 1948) 

22AdamSmth T! e Wealth of Nat ons tXjoaion Methuen & Company Ltd 1925) 
Vol I Book 1 Chap 8 

23 John Kenneth Galbraith American Capitalism The Concept of Countervail ng 
Power (Boston Houghton MiiBm CSonipany 1952) Chap 9 10 
2*Sm th open I 69 
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the economy of one country at different periods; but we cannot carry 
through a controlled experiment, changing the economic system but keep- 
ing all the other data constant. Thus, even if we are able to show that 
capitalism has performed rather well in the United States during the last 
hundred years, we may not be able to impress others with our figures, be- 
cause they will argue that their chosen system would have performed even 
better under such favorable circumstances. 

Karl Marx was fully aware of the tremendous productive power of capi- 
talism. In The Communist Manifesto we read: 

The bourgeoisie during its rule of scarce one hundred years, has 
created more massive and more colossal productive forces than all 
preceding generations together. Subjection of Nature’s forces to man, 
machinery, application of chemistry to industry and agriculture, steam- 
navigation, railways, electric telegraphs, clearing of whole continents 
for cultivation, canalization of rivers, whole populations conjured out 
of the ground — ^what earlier century had even a presentiment that such 
productive forces slumbered in the lap of social labor? 

Yet we know that Marx was convinced that a socialist society would be 
infinitely more productive because it would remove capitalism’s “antagonis- 
tic conditions of distribution,” which create an increasing discrepancy be- 
tween consumption and production. We see that we could not impress a 
Marxist with figures of which we think we can be justly proud. 

The enormous impact which the news of Russia’s launching of the first 
satellite had on the Western world indicates that the event exploded a cher- 
ished myth about the inefficiency of bureaucracy. The question is no longer 
whether a bureaucracy can technically do what we can do; it is only one 
of cost, both in resources and in freedom. There is no doubt that capitalist 
countries can match totalitarian nations if they are willing to pay the price. 
The price may even be lower in terms of the necessary reduction in con- 
sumers’ goods production. But the question is whether even this lower sac- 
rifice can be extracted in a free system under conditions of peace. •' 

The astonishing riling about capitalism’s performance is its haphazard 
nature, the fact that nobody planned it, that this enormously productive 
system simply grew and that it achieved its results under conditions of un- 
paralleled freedom. It is not surprising, then, that capitalism’s productivity 
was ascribed exactly to its unplanned nature and to the twin forces of profit 
motive and competition. 

Without suggesting that this explanation is wrong, it ought to be pointed 
out that capitalism’s technical progress is not always the strongest where 
competition is found in its purest form. On the contrary, we can come to 

25 Karl Marx. Capital, The Communist Manifesto and Other Writings, ed. Max East- 
man (New York: The Modem Library, Inc., 1932), p. 326. 
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the conclusion ‘ that there must be some element of monopoly m an industry 
if It IS to be progressive ” TTus need anscs from the high cost of develop- 
ing new products and the fact that a firm which is not sufficiently protected 
(through an element of monopoly) has no mcentive to undertake large 
research and development expenditures if the results can be copied at much 
less cost by its competitors If, then, development is to a great extent con 
centrated m the big corporations, we approach again the territory m which, 
to some observers, the differences between the various economic systems 
tend to disappear 


Role of Government m the Capitalist Economy 

Even our model of the free market economy was supposed to have a public 
sector m which are satisfied collective wants which cannot be met by private 
producers Where it is impossible to charge a price, a portion of the national 
income must be collected m the form of taxes to pay for public services 
In addition, government agencies may be substituted for pnvate busmess 
units where the technical nature of the production processes favors govern- 
ment ownership or where the danger of monopolistic exploitation becomes 
too great Substitution of this sort is especially suitable for so-called octo- 
poid industries which, like transport, gas and electncny, the telegraph and 
telephone, * are those involvmg the use of large and widely ramifying plant, 
which It would clearly be wasteful and inconvenient to duplicate, and whose 
installation, since it involves interference with public or pnvate proper^, 
calls in any case for some intervention on the part of the State ” It is 
obvious that a substantial amount of pubhc ownership can exist without 
violating basically the capitalist nature of an economy 

The government influences the pnvate sector of ffie economy through its 
tax system A completely "neuli^’ tax system cannot exist Taxes will 
always affect mcome distnbution, demand, costs, and production The gov- 
ernment therefore cannot evade using its revenue collection to further its 
economic policies, whatever they may be But if the capitalist system is to 
be maintained, the tax structure must be so chosen that it does not destroy 
the basic features of capitalism Incomes cannot be made entirely equal, 
because this would destroy the allocation process of the market, saving must 
be encouraged if a sufficient amount of capital accumulation is to take 
place, and pnvate initiative must not be smothered by excessive taxation 
if the motive power of the free system is to function 
We have already referred to the need for a regulation of competition and 
monopoly Such government rcgufations express themselves today in anti- 
trust legislation, encouragements and limitations of collective bargaining, 


Oalbraith, op at p 93 
*^RobertsoD op c/I,p 114 
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commercial policies, agricultural policies, the regulation of public utilities, 
credit policies, etc. It need hardly be pointed out that these regulations are 
not always applied in a consistent manner; for example, some of them try 
to plan for competition at home, whereas others exclude foreign competi- 
tion. 

In very general terms it may be stated that regulation of private economic 
activity in capitalism should be indirect rather than direct and should sup- 
port the forces of the market rather than interfere with them. The most 
important policies of the indirect type are monetary and fiscal. Monetary 
policy has the task of keeping money neutral in the sense that the relative 
price structure is not changed by a contraction or undue expansion of the 
monetary circulation. While it may seem obvious that monetary policy 
ought to avoid both deflation and inflation, experience has shown that we 
deal here with difficult theoretical issues and even more difficult practical 
problems.^® 

Monetary policy can set limits within which sellers can succeed in raising 
the prices of their goods and services. If labor then bargains for wages in 
excess of what the increase in efficiency seems to justify, unemployment will 
result. Great pressure will then be exerted to make the monetary authority 
give way. Increasing the monetary circulation under these conditions can 
permit a higher employment level at the expense of higher product prices. 
Such a situation is called creeping inflation, which can be dangerous when 
it leads to overinvestment. Who is then to blame — the monetary authority, 
because it was not firm enough, or those who created a situation which did 
not permit a high employment level without price inflation? 

Monetary policy can play an active part in antirecession policies by 
lowering the price of borrowing in an attempt to stimulate both investment 
and consumption. When this stimulation proves insufficient, government 
deficit spending may have to be employed. Deficit spending implies a co- 
operation between fiscal and monetary authorities, because public agencies 
are now to undertake expenditures in addition to those already scheduled 
to be financed from taxation and sale of government securities to the saving 
public. It goes without saying that deficit spending need not be inflationary 
provided unemployed resources are brought back into production so that 
an increase in demand is met by increased supply. 

Since the capitalist market process does not always lead to equilibrium 
at full employment, monetary and fiscal policies have an important role to 
play. The weapons used are powerful and dangerous, however, and, wron^y 
used, may do more harm than good. We shall have to deal with these prob- 
lems in Chapter 9. 

In this connection it should be emphasized that the deep depression of 
the early thirties, which did so much to harm capitalism’s reputation, was 

28 Cf. George N. Halm, Economics of Money and Banking (Homewood, 111.: Richard 
D. Irwin, Inc., 195.6), Chaps. 12, 24. 
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caused not so much by an inherent weakness of the pncing process as by 
public policies which first tempted the economy into ovcrexpansion and 
then forced it into a completely unnecessary contraction Wc may be rea- 
sonably confident that these mistakes wil! not be repeated to the same ex- 
tent and that capitalism will be given a better chance to show how well it 
can perform, now that its working prmcipJes are better understood by the 
policy makers 

One type of policies can be exposed as clearly contradicting the baste 
prmciples of the capitalist system, these are the policies designed to secure 
for different groups a fixed portion of the national income The income 
distribution is part and parcel of the whole pricing process, and to guarantee 
past returns under changing conditions — to freeze a given pattern of dis- 
tribution — means to destroy the allocation process on which the free econ 
omy has to rest When one group is guaranteed absolute security, it enjoys 
the advantage at the cost of greater insecurity for the rest When all groups 
are to be given complete and proportionate income security, the scheme be- 
comes absurd — ^just as one cannot escape the evils* of inflation by putting 
everybody’s income on a sUdmg scale 

Tliese remarks, however, argue m no way against the necessity of offer- 
ing to everybody a mimmum of soaal secun^ 

Some social aims cannot be reached within the framework of capitalism 
When we insist on these aims, we have to reconstruct the whole economic 
system on entirely different prmciples If we do so, we may not be able to 
retain the essence of a free economy which lies m the acknowledgement 
that “there is a circle around every individual human being, which no gov- 
ernment, be It that of one, of a few, or of many, ought to overstep ’’ 

Four Attacks on Capitalism 

We have seen that objective standards for the evaluation of a social- 
economic system are impossible to find Nevertheless, we shall attempt a 
discussion of the most serious cnticisms which have been used to disaedit 
capitalism The following five chapters, which try to undertake this difficult 
task, are, however, not meant to mdicate that capitalism is mainly char 
actenzed by defects and that nothmg much can be said m its favor These 
chapters will serve equally to defend the free market system where the 
attacks seem to have gone too far 
The attacks on capitalism are essentially four 

(1) The oldest attack aims at the unequal distribution of wealth and 
income and the fact that such inequality leads to mequahty m economic 
and political power as well 

(2) Capitalism is often considered less productive than collectivist sys- 


«MiU op dMI, 443-444 
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terns which can consciously plan for development. In particular, it is argued 
that profitability is not identical with productivity and that competition is 
often excessive. 

(3) At the same time, capitalism is, in the opinion of many observers, 
not competitive enough. The profit motive and the competitive struggle, 
together with modern technology, lead to monopolistic tendencies which 
seem to violate the very philosophy of capitalism. In this criticism, there- 
fore, socialists and the proponents of the free market economy join their 
forces, though they disagree on the proper remedies. 

(4) Capitalism does not always maintain a high level of employment. 
In a depression, productive resources are wasted and the national income 
is kept below a potential maximum. Apart from this loss in productivity, 
prolonged mass unemployment is one of the most dangerous social diseases 
to which an economic system can be exposed. 

In discussing these criticisms we must remember that no economic sys- 
tem can accomplish everything — that every economic system must be a 
compromise. All we can try to do is to disentangle the aims, demands, 
claims, and criticisms and to show what capitalism can be expected to 
achieve on the basis of its inherent logic. 

We must be particularly careful when capitalism’s deficiencies are to be 
corrected at the price of the freedoms which are the most characteristic 
feature of the market economy. We ought not to forget that capitalism has 
proved its compatibility with political democracy, whereas all centrally 
planned systems, so far, have been totalitarian. Will it be possible to main- 
tain economic and political freedom when we aim for goals which capital- 
ism admittedly cannot reach? 



CHAPTER 5 


CAPITALISM AND INCOME 
DISTRIBUTION 


Functional and Personal Distribution 

We have seen how the pricing process of a free market economy takes care 
of the problem of distnbution The prices that are paid for the use of the 
factors of production become the income of the owners of the factors, and 
since the factors are privately owned, the national income is automatically 
distributed 

This identity of the pricing and mcome>distnbution processes m capital- 
ism has been the cause of some misconceptions In order to eliminate these 
misconceptions, we must try to disentangle two distribution concepts per- 
sonal and functional distribution 

Many classical economists failed to see how the personal distribution of 
income could possibly differ from the functional distribution The factor 
prices which created equilibrium between demand and supply were the 
“natural” prices, and incomes derived from these prices were considered 
“just ” Moreover, these prices performed the function of allocating the 
factors, of guiding them into the right industnes The factor owners’ self- 
interest could be relied upon, command or general plan was unnecessary 
Indeed, within the framework of the capitalist economy there was no point 
in trying to disentangle what was practically one and the same thing the 
functional and the personal distribution Any attempt to divorce the two 
would have changed the basic structure of the capitalist system 

But there was one flaw in this arrangement The resulting income dis- 
tnbution was very unequal — so unequal, indeed, that what capitalist writers 
had called just seemed to socialist cntics of capitalism to be most unjust 
The socialists accordingly aimed at a system with a more equal personal 
distribution, but they failed to see all the implications of their aim They 
often assumed, for instance, that once the government had acquired owner- 
\ 50 
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ship of the material factors of production, payment of interest and rent 
would no longer be necessary. Interest and rent could be abolished and the 
social product be distributed among the laboring class, though certain de- 
ductions for purposes of accumulation (i.e., capital formation) would have 
to be made. 

Their preoccupation with the problem of personal distribution prevented 
these writers from seeing the allocation problem. Scarce factors like capital 
and land must have prices which reflect the exact degree of their scarcity 
if there is to be a rational distribution of available factors among different 
industries. This allocation is the essence of the functional distribution prob- 
lem. It is, theoretically, independent of the question of who should receive 
this factor price as personal income. 

Had it been clear to the critics of capitalism that this functional distribu- 
tion or allocation process is essential, they would also have seen that 
changes in the personal distribution can have far-reaching consequences. 
They would have seen, for instance, that a bureaucratic system of account- 
ing would have to replace the capitalist pricing process, that- off scarce 
factors (and not only human labor) would have to be accounted for, and 
that equal wage rates would not properly distribute labor among different 
industries. 

Failure to distinguish between personal and functional distribution ex- 
plains Karl Marx’s labor theory of value, a theory designed to prove that 
the value of commodities is exclusively determined by the social labor 
necessary to produce these commodities.^ Marx’s effort was unnecessary. 
He could have accepted the idea that all scarce factors (and not only 
labor) must be included in the general economic accounting process with- 
out having to accept the particular personal income distribution which 
is characteristic of capitalism. 

The concept of personal income distribution, which is readily under- 
stood, concerns the shares of the national income which go to the individual 
members of the economy. The concept of functional distribution is more 
difficult to grasp. By functional distribution we mean the shares of the na- 
tional income which are imputed to the factors of production according to 
their relative scarcities. These latter shares may or may not be paid to 
individual human beings. They may, for instance, go to the government 
if the government has nationalized the material factors of the production. 
It is important that we see that this accounting in terms of factor values is 
indispensable in an economic system that wants to make the most eco- 
nomical use of its productive resources in the achievement of its aims.^ 

1 See Part HI, below. 

2 The share of the national income which can be considered the contribution of a 
given factor of production (in the functional distribution process) is determined by 
the equilibrium price of one service unit (e.g., an hour of labor) times the total supply 
of these services during the income period. In terms of the Casselian equations, dis- 
cussed in the Appendix to Chapter 3, these shares are R^q^, R^q^, • • • R^^ 
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Personal and functional distribution are very closely related in capitalism 
because the tactors o( production are privately owned (government owner- 
ship being the exception from the rule) The individual members of the 
capitalist society receive, as their private income, whatever the market pays 
for the use of the factors which these members happen to own The result- 
ing personal income distribution thus depends on (1) the factor pnccs, 
which are determined on factor markets according to the relative scarcity 
of each factor, and (2) the distribution of factor ownership among mem- 
bers of the economy 

Even if private property in the material factors of production were abol- 
ished, differences in personal income distribution would remain, owing to 
the greater scarcity of one kind of labor compared with another It can 
also be seen that personal mceme in a market economy must be exposed 
to constant vanations as changing demand and supply make the various 
factors relatively more or less scarce 

Suppose that we wanted to equalize the income from labor Wage dif- 
ferentials would then be eliminated, at least in the process of personal dis- 
tribution It would then still be possible for the government to maintain 
wage differentials m its accounting procedures * But this separation of per- 
sonal and functional distribution would mean that labor would no longer 
be automatically pulled in the right direction, because the elimination of 
wage differentials has simultaneously climmmated the inducement on which 
the allocation of labor rests in the free market economy Labor must now be 
moved by command t e , (he free chot^ of occupation must be dispensed 
with This allocation by command is not very practical But it will be ob- 
served that the maintenance of wage differentials in the governments ac- 
counting processes would, at least, icU those in command where a given 
kind of labor should be used 

Let us assume that the functional distribution is also the personal dis- 
tribution in the case of labor, i e , that various kinds of labor are paid ac- 
cording to their scarcity Could we, nevertheless, achieve a much more 
equal income distribution throu^ nationalization of the material factors? 
Again we could mamtain the functional distribution process intact, i e , we 
could establish pnccs for the matenal factors according to their relative 
s/taxc.ty , ^,wi tbft. wIikcsX, eawt, and. 'KOuJ/i be. ^aid. ta then 

new owner, the government The government might decide to distnbute 
as a ‘ social dividend ’ all or part of its functional share m the national m 
come In such an e\ent the government must be extremely careful not to 
upset the functional distribution on the labor market If the government 
seeks to compensate those receiving low incomes from labor by givmg 
them a relatively large social dividend (and vice versa), the allocation 


■ See Chapter 17, below 
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process of the labor market wDl be destroyed just as certainly as it would 
have been by directly equalizing income from labor. 

Again we have seen that it is difficult to disentangle the personal and 
functional distribution processes. A social economy with government owner- 
ship of the material means of production, but with free choice of occupa- 
tion, would be rather limited in its attempts to equalize personal income. 
A dictator could possibly allocate labor by command alone and bring about 
whatever personal distribution of income he desires. But even he is likely 
not to dispense with the inducements which are implied in a partial con- 
nection of personal and functional distribution on the labor market. We 
shall see, furthermore, that a consistent functional distribution of income 
is a “must” in every social economy, including the dictator’s, which wants 
to act rationally. 


The Critique of Inequality 

The economist can criticize the inequality of income distribution on the 
grounds that it eliminates the possibility of satisfying wants in the order 
of their importance. 

Abba P. Lerncr argues that “total satisfaction is maximized by that divi- 
sion of income which equalizes the marginal utilities of the incomes of all 
individuals in the society.” * This follows from the principle of diminishing 
marginal utility, which asserts that “the amount of satisfaction that every 
individual obtains from his income depends upon the size of his income in 
such a manner that he alwa)'.s gets more satisfaction from a larger income, 
and that the extra satisiaction he gets from a given increase in his income 
(the marginal utility of income) is less if his original income is greater.’’^ 

It is true, of course, that we cannot compare the marginal utilities of the 
incomes of two individuals, even if the incomes are identical. Nevertheless, 
unequal income distribution means unequal chances for the satisfaction of 
individual wants. We cannot argue that the rich are, by and large, more 
cultured than the poor and that their higher incomes correspond, there- 
fore, to more refined, diversified, and numerous wants. A positive correla- 
tion of income and power of enjoyment may well exist in individual cases. 
If it is used to defend an unequal income distribution, however, we can 
argue that { 1 ) “a man with a high income gets used to the luxuries he can 
afford so that he consumes them almost automatically, hardly noticing that 
he does so and so getting practically no enjoyment out of what would give 

* Abba P. Lerner, The Economics of Control {New York: The Macmillan Company, 
1946), p. 28. Copyright 1944 by The Macmillan Company, and used with their per- 
mission, 
c Ibid., p. 26. 
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a great thnll to the poor man unused to these expenditures”, (2) the lower 
incomes are, the more urgent are the wants which are satisfied by spending 
the margmal dollar, and (3) in the long run different individuals’ 
capacities for acquiring the power of enjoying income can be put in the 
place of the actual for satisfaction ” • 

These same ideas have often been expressed through examples which 
showed that luxuries are produced when large parts of the popidation lack 
the necessities of life George Bernard Shaw, for instance, calls a nation 
“that spends money on champagne before it has provided enough milk 
for Its babies a badly managed, silly, vain, stupid, ignorant nation’ 
and, he adds, “the only way m which a nation can m^e itself wealthy and 
prosperous is by good housekeeping that is, by providing for its wants 
in the order of their importance, and allowing no ironey to be wasted on 
whims and fuxunes until necessities have been thoroughly served ” ^ Many 
sumlar passages could be quoted both from sociahst and capitalist wnters 
It seems to be a common opinion that the capitalist economy does not 
maximize total satisfaction This opmion is not just another value judg- 
ment but rests on the application to the economy as a whole, of principles 
which are considered sound economics for every individual economy 
That most people share, at least unconsciously, this criticism of income 
distribution is revealed by the feet that the principles which govern the 
satisfaction of individual wants m the pnvate sector of the economy are not 
allowed to be apphedto the public sector Because the individual economies 
have to pay mdirecUy, through taxation, for the satisfaction of collective 
wants, they have to curtail the satisfaction of private wants But how are 
we to fit ^e saisfaction of collective wants uito pnvate household plans 
which differ as widely as do the mdividual mcomes on which they are based^ 
The solution of this problem is basically quite obvious The satisfaction 
of collective wants coacems all individual households, whereas each of 
these mdividual households reaches a different degree of satisfaction of 
private wants It is necessary, therefore, to adjust compulsory tax con- 
tributions m such a manner that the poor pay Uttle or nothing and the 
nch not only a proportionally but rather a progressively larger share of 
their mcomes as taxes Certainly, we would consider it absurd if it were 
suggested that each person contnbute exactly the same amount, the poor 
family of five members therefore five times as much as the nch bachelor 
However, this very same prmciplc is applied to the satisfaction of pnvate 
wants In the pnvate sector of the economy, the poor pay, mdeed, just as 
much for the necessmes of life as do the nch 
To emphasize these important considerations, we reiterate the following 
pomts 

•/W.pp 34,35 

^ O Bereard Shaw, The Infelhgent Woman’e Guide to Soctalam and Capitalism (New 
York Brentanos, 1928), pp 50-55 
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(1) Only within the individual consuming unit is an attempt made to 
fulfill the “economic principle” of allocating the available means to the 
satisfaction of wants in the order of the latter’s importance. 

(2) The unequal distribution of income and the market price system 
prevent such a maximum satisfaction from being aimed at, let alone 
achieved, for the private sector of the economy as a whole. 

(3) The distribution problem must be faced in the public sector of the 
economy, where the satisfaction of collective wants requires an indirect 
method of financing. 

(4) This method of financing the satisfaction of collective wants is 
radically different from the way in which consumption is paid for in the 
private sector of the economy. 

(5) To tax the rich more than the poor is considered necessary in order 
to fit the satisfaction of collective wants into the household budget of people 
of different means. 

(6) General acceptance of modem tax systems implies a criticism of 
the way in which the national product is distributed in the private sector 
of the economy. 

The same criticism is even more obviously implied in the fact that, in 
times of war, price controls and rationing have become generally accepted 
practice in all capitalist countries. As soon as a sudden and unusual 
scarcity of important consumers’ goods leads to sharp increases in price, 
it is considered necessary to replace commodity distribution via market 
prices with an allocation which is based on entirely different principles. 
The sudden accentuation of a shortage makes us realize that our method 
of distribution in capitalism is not at all equalitarian. Then, and because 
of a generally different attitude to such problems in times of war, we are 
willing to introduce controls which are hlien to the basic principles of the 
capitalist society. That they are alien is shown not only by the partial aboli- 
tion of free choice of consumption. More important and characteristic is 
the fact that these controls, first introduced in relatively few markets, tend 
to multiply as if by chain reaction. Selective rationing will have to include 
more and more articles because the purchasing power released through 
price control and rationing shifts to unrationed markets which, in turn, 
through higher prices, attract the factors of production. Producers are 
tempted to leave the fields under price control and rationing, thus increas- 
ing the very scarcities which brought about the controls. Consequently, an 
ever-increasing number of industries must be brought under price and pro- 
duction controk. 

Rationing and price controls teach two interesting lessons. They bring 
to light a rather widespread disapproval of the present system of distribu- 
tion; and they demonstrate, in their effect upon the economy, how funda- 
mentally any such change in the distribution process affects the whole 
capitalist economy. 



56 


Economic Systems 


Income Dtstnbution and Saving 

The more unequal the distnbutioa of income, the higher ^nll be the rate 
of saving, other things remaining equal “The fundamental psychological 
law, upon which we are entitled to depend with great confidence both a 
prion from our knowledge of human nature and from the detailed facts of 
experience, is that men are disposed, as a rule and on the average, to in> 
crease their consumption as their income increases, but not by as much as 
the mcrease m their income ” • In other words, men arc apt to save a larger 
proportion of their income as they grow richer and a sm^er proportion of 
their income as they become poorer 

Here we come to an argument which is often used in the defense of the 
inequality of income distribution in capitalism Receivers of large incomes, 
we are told, spend only a small fraction of these mcomcs on consumption 
The rest is saved and mvested, Investment, the production of capital ^xids, 
mcreases the productivity of the economy and therefore the income that 
can be distributed If the nch would not save, the function of capital ac- 
cumulation would have to be fulfilled by the government through taxation 
Unequal income distribution therefore leads, m the long run, to higher in- 
comes all around, while equal income distribution would only insignifi- 
cantly increase the incomes m the lower brackets^* The distribution, finally, 
of what the neb actually consume would allow only a negligible expansion 
of the consumption of the lower mcome classes 

There should be general agreement (hat a substaniial and continued in- 
crease in real wages cannot be brought about by redistnbuuon alone The 
decisive factor is the increase in productivity, which depends on capital for- 
mation Questions of distribution (which remain important, if only for 
psychological reasons) must therefore be discussed from the pomt of view 
of the effect which measures aimed at the redislxibution of the national m- 
come have on the size of the national mcome 

Smee capital formation is absolutely essential for the growth of an 
economy, it is obvious that consumption must be restricted, cither through 
private or public saving The economic growth of the Soviet economy at 
ihp cxpcisse cS s vejy Jow JewJ iUiisfxaJes tie case jn point 

Where private saving is responsible for capital formation, greater in- 
equality of income distribution tends to lead to greater savings, whfle 


•John Maynard Keyn« The General Theory of Employment Interest and Money 
(London Macnullao & Co Lid , 1936), p. 95 

» Carl Snyder estimated that the net annual savings for reproductive capital in ihe 
United States durmg the period of the 1920 s {of not more than three to four billion 
dollars per annum), if diverted to augment the incomes of the fifty million gainfully 
employed would have amounted to only sixty dollars per person per year, five dollars 
per person per month. — Carl Snyder. Capiialism the Creator (New York The hfsc- 
millao Company, 1940), p 143 
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greater equality could dangerously decrease the supply of loanable funds. 
But the savings argument, as stated above, does not contain all we need to 
know. Saving is not in itself virtuous, nor is its effect upon the economy 
necessarily favorable. 

N. W. Senior claimed in his famous theory of “abstinence” that interest 
payments are “earned” much in the same way as wages. Carl Snyder an- 
swered the question of “who created the gigantic industrial apparatus of 
modem capitalism” to the effect that “in a sense, ‘labor’ contributed almost 
nothing,” and that it was capital savings alone “which has alike created 
this wondrous industry, and all the modem world of comfort, convenience, 
and luxury besides.” 

These statements are hardly correct and fair. Interest is not paid accord- 
ing to the amount of abstinence implied in a given amount of saving. Fur- 
thermore, the receivers of small incomes, who work hard and consume lit- 
tle, do as much to set means of production free for investment purposes 
as do the receivers of high incomes. It is the latter, however, who deter- 
mine the rate of capital accumulation and not those whose present con- 
sumption is not yet adequate. 

Capital accumulation in capitalism is a matter of chance. Nobody can 
be praised or blamed for it, because saving is an act which is completely 
devoid of any intentions concerning the economy as a whole. Anyhow, 
whether the amount of savings which is forthcoming at a given level of the 
national income is too much or too little cannot be decided on a priori 
grounds. Until recently it was generally assumed that oversaving was im- 
possible because of the regulating effect of the rate of interest and the per- 
manent availability of untapped investment opportunities. In Chapter 8 we 
shall see that these assumptions are not always safe. If profitable invest- 
ment opportunities are lacking, the tendency to save more than can be 
readily invested will lead only to contraction and unemployment. In this 
case a more equal income distribution, with the consequence of more 
consumption and less saving, could help to maintain a higher income level. 
However, we must not draw the conclusion that saving is bad and that a 
more equal income distribution (which decreases saving) is always ad- 
visable. Generalizing statements of this sort are not permissible. Whether 
the effect of a more equalitarian distribution upon the size of the national 
income is favorable or unfavorable depends entirely on the circumstances.^^ 

N. W. Senior, Outline of the Science of Political Economy (London, 1836); Snyder, 
op. cit., p .4. 

11 “If in the long run it appears that we face a problem of ‘oversaving,’ the cure is an 
onslaught, not against savings, but against the institutional obstacles to investment. 
As long as the material welfare of the lower income groups leaves much to be desired, 
as long as vast quantities of capital can be used for slum clearance, hospitals, schools, 
etc., for the benefit of the broad masses of people, it is a cruel myth that we have 
‘too much saving. To remedy unemployment arising from uninvested saving by at- 
tacking saving is analogous to reducing mortality from diabetes through lowering the 
birth rate.” — Howa rd S. Ellis. “Economic Expansion through Competitive Markets,” 
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Taxation, Government Expenditures, and Distribution 

A major attack upon excessive inequality is to be found m the tendency 
of the public sector of the economy to grow relative to the private sector 
This works as a two pronged drive 

( 1 ) The indirect way of financing public expenditures through taxation 
permits, as we have seen, the preferential treatment of the lower mcome 
groups and the imposition of a heavier burden upon the nch, through 
death duties, steeply progressive income taxes, differentiation of earned 
and unearned income, etc 

(2) The government satisfies collective wants, and m this satisfaction 
the poor and the nch share alike Of the many services the government can 
render, the provision of educational opportunities is of paramount im 
portance m connection with the problem of income distribution 

As inequalibes in mcome distnbution mean inequahties m educational 
opportunities, they tend to perpetuate themselves to some extent High 
income, mvested m the development of special skills through higher educa* 
tion creates more earning power, which in turn leads to higher income out 
of which expensive training for the children in higher mcome groups can 
be paid Poverty, on the ether band, deprives the children of the poor of 
proper educational opportunities, weakens their eammg power, and so 
tends to perpetuate itself 

According to A C Figou, these considerations constitute a powerful 
argument for some sort of change aimed at increased equahty '^ey also 
show how we can get at Che very root of the problem and still mamtam a 
free market economy A determined effort can be made to free educational 
opportumty as far as possible from limitations imposed by uneven distribu- 
tion of income But free education alone does not solve the problem, as 
long as those who are eager to enjoy the advantages of higher learning 
cannot be maintamed out of pnvate means during the trainmg period 

Hducational reforms (through their long run effect on the national prod 
uct) are a good example of the fact that the government’s efforts toward 


m Financ/flg American Prosperity P T Homan and F Machlup, eds (New York 
The Twentieth Century Fund 1945) p 133 

C Pigou Socialism versus Capnatism (Londoa Macroillan & Co Ltd^ 1937) 

p 22 

1* **Tbere is no extravagance more prejudicial to the growth of national wealth than 
that wasteful negligence wbtefa allows genius that happens to be bom of lowly parent 
age to expend itself m lowly work No change would conduce so much to a rapid 
increase of material wealth as an improvement in our schools and especially those of 
the middle grades provided it a combined wilh an extensive system of scholarships, 
which will enable the clever son of a working man to nse gradually from school to 
school till he has the best theoretical and practical educaUon which the age can give " 
—Alfred Marshall Principles of Economics 8lh ed (London Macmillan & Co Ltd , 
1925), p 212 
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greater equality need not always take from the rich what they give to the 
poor. If this were so, if the public sector were as parasitic as some writers 
want us to believe, production would cease altogether once the public 
sector has devoured the private sector, as in Russia today. Actually, gov- 
ernment policies can help maintain and even increase the income stream, 
and some of these policies may, in rare cases, operate through the main- 
tenance of a high consumption level via a more equal income distribution. 
It is not always necessary for the government to take in order to give, just 
as higher wages need not always be taken out of profits, or as one coun- 
try’s gains in international trade are possible without a corresponding loss 
by other countries. 

That there are limits to progressive taxation is quite obvious. When the 
receiver of a very high income has to earn £.200 to be permitted to re- 
tain £5, a condition that exists in England at present for the highest income 
group, the incentive to try to increase his income is weakened to the van- 
ishing point. Leisure must be considered cheap under these conditions, risk 
taking is discouraged, and even the proper division of labor wiU not be 
maintained, as James Meade has convincingly shown. If a man has to 
earn £200 to be able to pay £5 to have a certain piece of work done, he 
may well decide to do the work himself, because only if he is forty times 
more productive in his special job will it be profitable for him to hire help. 

James Edward Meade, Planning and the Price Mechanism (London: George Allen 
& Unwin, Ltd., 1948), p. 40. 



CHAPTER 6 


CAPITALISM AND PRODUCTIVITY 


Introduction 

In the preceding chapter we had to amve at the conclusion that the dis- 
tnbution of the national income cannot be radically changed if want to 
maintain a private enterprise system This conclusion shifts our argument 
to the question of bow large a product can be distributed, how productive 
the system is Assuming a given distribution pattern, the absolute size of 
the personal shares will depend on bow large a social product the economy 
IS able to produce 

The two mam criticisms of the capitalist system on the grounds of in- 
sufBcient productivity concern the monopolistic character of capitalist in- 
dustry and the recurrence, at least m the past, of periods of unemployment 
We shall discuss these problems in the three chapters which follow First, 
however, we shdl examine several socialist arguments that capitalism 
would not be as productive as soaalism even if it were sufficiently com- 
petitive and free from cyclical fluctuations Socialists would still maintain 
that the inequality of income distnbution in capitalism checks the inherent 
productive powers of the system because of deficiencies m demand, that 
profitability does not guarantee productivity, and that socialism could pro- 
duce a larger social product than even full employment capitalism 


Inadequacy of Demand^ 

The theory of underconsumption is an old stand by of the cnlics of cap- 
italism, though few modem socialists would support this theory in its naive 
formulations Modern economists admit, as a rule, that increasing pur- 
chasing power as such is not a panacea which would open the doors to a 
60 
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fool’s paradise in which, after the removal of all scarcities, economic prob- 
lems would cease to exist. Innumerable proposals have been made for 
reaching the land of plenty through an increase in purchasing power. 
Usually the proposals have rested on fantastic assumptions about what 
modem industry could produce, provided the products could be marketed. 

The underconsumption theory assumes either that the exploitation of 
wage earners creates a chronic deficiency in demand or that saving in- 
creases production and reduces consumption simultaneously. 

The simple underconsumption theory, according to which “the working 
class receive too small a portion of their own product, and the evil would 
be remedied by giving them a larger share of it, or raising their wages,” 
was rejected by Karl Marx, who pointed out that “crises are precisely al- 
ways preceded by a period in which wages rise generally.” ^ The trouble 
is that if wages are increased in order to increase the purchasing power of 
the masses “this rise in demand merely offsets the rise in cost of production 
due to higher wages. A larger expenditure of money is now needed to 
buy the same goods, and the increase in money income is not an increase 
in real purchasing power.” - The result would be price inflation. 

The theory that saving is dangerous because it increases the supply of 
consumers’ goods at the very time it decreases consumers’ demand is 
easily refuted. When savings are actually invested, i.e., when capital goods 
are produced, the productivity of the economy increases and more con- 
sumers’ goods are eventually supplied. But there is no inherent necessity 
for consumers’ demand to be deficient at any time. The decrease in con- 
sumption, owing to saving, and the increase in consumers’ goods output, as 
a result of increased investment, are not simultaneous. It takes time to 
produce machinery and, with the machinery, consumers’ goods. The de- 
creased consumption ■will at first be counterbalanced by an increased de- 
mand for investment goods; and when higher productive efficiency lowers 
the unit cost of production and the price of the products, purchasing power 
is released for the absorption of additional consumers’ goods.® 

With this criticism we do not mean- to deny that the capitalist economy 
can be exposed to a dangerous inadequacy of demand because of insuffi- 
cient profitable investment opportunities or faulty monetary policies. We 
shall return to these problems in Chapter 8. 


1 Karl Marx, Capital, A Critique of Political Economy (Chicago: Charles H. Kerr & 
Company, 1933), II, 476. 

-Joan Robinson, Introduction to the Theory of Employment (London; Macmillan & 
Co. Ltd., 1938), p. 50. 

3 For the most famous modem version of the underconsumption theory, see "W. T. 
Foster and W. Catchings, Profits (Boston: Houghton Mifflin Company, 1925). For 
a critique of Foster and Catchings, see XTH. Hansen, Business Cycle Theory (Boston: 
Ginn & Company, 1927), and F. A. Hayek, Profits, Interest and Investment (Lon- 
don: Routledge & Company, 1939). ' 
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Technocratic Utopia 

Even a full employment economy of the capitalist type would, in the 
opinion of many socialists, remain far below the level of productivity 
which a socialist economy could achieve 

In the capitalist economy, production is earned on not for the pur- 
pose of mcreasmg commodity supply but for the purpose of increasing 
entrepreneunal wealth Not the hipest productivity for the social 
economy but the highest profitabihty for the individual economy is the 
final aim of production The mightiest machine which can be created 
in the capitalist era is, therefore, the machine which satisfies existmg 
demand but never the mfinitely more powerful machinery which satis- 
fies absolute demand * ^ K" ^ <S' 5. 3 

This quotation is charactenstic of a group of wnters who tended to over 
estimate the productive power of the modern industrial system to a fan 
tastic degree The group included such men as Bebel, Bailed, Hertzka, 
Tugan Baranovsky, and the members of the technocratic movement in the 
United S ates These socialists and technocrats asserted that our technical 
knowledge would enable us to produce a much higher national product 
With a much smaller effort (2Vi hours daily labor, accordmg to Bebel 20 
percent of the available labor, if we can believe Hertzka, a patriotic obliga 
tion to work five to six hours, if we follow Bailed, whose estimates were 
considered too modest by Tugan Baranovsky) * Oppenheimer believed 
that ‘ It IS entirely within our power to grant to each member of society an 
averageancome as it is at present enjoyed by the millionaire ’ * That Karl 
Marx, the critic of the naive underconsumption theory, held similar views 
Will be shown in Chapter 13 

What mistakes led to these fantastic assertions'^ Part of the answer is to 
be found in the exclusively technological preoccupation of the above men- 
tioned wnters when they discuss problems of productivity 'They compare 
the result of modem labor with the result of labor not aided by modem 
machinery and find that the labor time necessary to produce a given article 
has often been reduced by an astonishmg degree Then they speculate how 
large the total national product could be if all labor were supported by the 
most modern machmery In addition, they emphasize the advantages of 
mass production and seem to believe that costs can be lowered ad infinitum 
as the volume of production increases Canied away by their enthusiasm, 

* Franz Oppenheimer Die saziale Frage und der SoiiaUsmus (Jena Gustav Fischer 
1925) pp 183 184 

* See Ludwig Pohle Kapital smus und Sozutlistnus 4lh cd , ed by Georg Halm 
(Berlin Julius Sponger 1931) pp 125 12& 

•Oppenheimer op cil p 187 

K injcnPiT'. LIuu.- 
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they forget to count the labor needed to produce capital goods; they neg- 
lect the labor needed to distribute the output of mass production through 
transportation and commerce; they overlook the fact that many improve- 
ments in production techniques concern products which are of only minor 
importance to the consumer (pins, buttons, pencils, envelopes), while the 
main items in the consumers’ budgets (shelter, food, clothing) are still 
Relatively expensive to produce; they overestimate the possibilities of mass 
production because they forget that, as production grows, diseconomies 
develop which lead to increasing unit costs; and, above all, they fail to see 
that we cannot produce all the machinery which we should like to employ, 
because present consumption cannot be reduced ad libitum. 

The effort of the Soviet Union to accumulate capital at a rapid rate, and 
at the cost of an exceedingly low standard of living for the masses, shows 
that scarcity of capital is not a special feature of the capitalist economy. 
Those who blame capitalism for its unequal income distribution and its 
correspondingly high rate of saving should not blame it in the same breath 
for an inadequate supply of modem machinery. 

If the problem of capital accumulation is essentially the same in any so- 
cial economy, socialists could still try to base their claim to greater pro- 
ductivity on the assertion that technical knowledge would develop faster in 
a society with government ownership of the material means of production. 

Why competitive capitalism should be blamed for a lack of inventiveness 
and technological progress is hard to see; rather, the bureaucratic, collec- 
tivist systems should be made to defend themselves against this criticism. 
Conservative economists, however, go too far when they take it for granted 
that government-controlled economies could not develop new techniques. 
The tremendous concentration of scientific research in government labora- 
tories which developed the atomic bomb must dispel forever the fears of 
those who identify the advent of socialism with the end of scientific 
progress. 

Some confusion exists concerning inventiveness and initiative. We must 
distinguish between scientific research on the one side and the practical ap- 
plication of newly invented techniques on the other. Research as such 
seems to be rather independent of the economic order in which we live. 
It is only when we come to the actual introduction of new methods, to 
innovation — a process which is disturbing and distasteful to the bureaucrat 
— that the private enterprise system may have the edge over collectivist 
systems. The totalitarian system, on the other hand, has the advantage 
where extremely expensive research and production processes have to be 
financed at the expense of consumers. 
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Productivity and Profitability 

Socialist wnters often maintain that whiU is profitable is not necessarily 
productive and that, accordingly, the private enterprise system must not be 
trusted to achieve a high degree of productivity To discuss this well known 
cnticism, we shall try to determine, first of all, the meaning of the terms 
“profitability’ and “productivity ” 

Profitability IS easily understood An economic activity is profitable if it 
leads to profits, that is, to an excess of total revenue over total cost Profit 
ability can be expressed with some precision m monetary terms where 
product prices and factor pnees are given But for this very reason gov- 
ernment activities are often not profitable Many government services can 
not be sold, however costly and productive they may be The government 
can sell postage stamps but not control or preparedness m case of war 

Productive is what improves permanently the possibility of satisfying 
our wants The term “productivity” is not limited to the private enterprise 
economy as is the term “profitability” However, it is too elusive to lend 
Itself to quantitative measurements Furthermore, the quantity of the social 
product IS not alone significant, its quality and composition are equ illy jm> 
portant The larger physical output of a dictatorship economy could be 
inferior to the smaller output of a system m which production is di- 
rected by the consumer Similarly, the product of a system with more equal 
income distribution may mean more, in terms of want satisfaction, than 
the equally large product of a country with a more pronounced income 
stratification 

To gel a firmer grasp of the problems involved in this conflict between 
productivity and profitability, we have to go back to one of the most fun- 
damental concepts in economics — rvalue Anything that has value must be 
useful and scarce If it is abundant, a good cannot have value m spite of 
its utility In econoimcs we are exclusively concerned with goods that are 
scarce m relation to our wants With these goods we have to be careful to 
maximize the satisfaction of our wants 

If value is the product of utility and scarcity, we can increase value 
erthei by increasing the utility oi the commodity or by incieasmg its 
scarcity 

Now we can see when productivity and profitability coincide and when 
they are opposed to each other AnyAing that increases the profitability of 
a firm by increasing the usefulness of its products tends, at the same time, 
to be productive, activities, on the other hand, which increase profits by 
increasing the scarcity of the product, or fay wasting productive resources, 
tend to reduce the productivity of the economy 

Since, under competitive conditions, businessmen are not free to raise 
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prices of the goods they produce, or to force down prices of the factors of 
production they use, Aey must take pains to use the most economical 
methods of production and try to serve the consumer as best they can. Pro- 
ducers will reduce costs by substituting factors of production for one an- 
other, so that scarce factors are replaced wherever possible by more abun- 
dant factors. In addition, producers will try to “rationalize” production 
through improved techniques in order to lower the unit cost of production. 
By these activities they increase the profitability of their firms and set fac- 
tors free for other productive employment. 

Under reasonably competitive conditions the capitalist producer will al- 
ways be eager to introduce newer and better techniques and to disturb an 
existing equilibrium. Equilibrium means that he can merely cover his cost 
of production, that competition has succeeded in eliminating that difference 
between cost and revenue for which he is striving. In his endeavor to re 
create the profit margin, the capitalist entrepreneur is the driving force 
behind technological change. 

The capitalist producer follows the command of the consumer; but as 
far as new products are concerned, the initiative of introducing them lies 
with the entrepreneur. In his attempt to introduce new products, the cap- 
italist entrepreneur fulfills an important function and assumes a substantial 
risk. Some writers have criticized the considerable amount of waste caused 
by the incessant attempt to create new consumers’ demand for new prod- 
ucts. But the discussion sometimes tends to go off on a tangent at this point 
or, rather, to return to the problem of unequal income distribution. If cap- 
italism is condemned because it produces unnecessary things while essential 
products are, relatively speaking, in short supply, the basic trouble is to be 
found in a faulty income distribution and not in the attempt of the entre- 
preneur to satisfy a demand of his own creation. Whether this demand will 
materialize and remain effective is for the consumer to decide. If the con- 
sumers do not want the new article, resources have been wasted. This is 
the price which we pay in capitalism for the incessant attempt to advance 
into unexplored territory. Whether this price is too high cannot be decided 
in objective terms. 

We are entitled to conclude from the foregoing statements that profit- 
ability and productivity tend to coincide when, under reasonably competi- 
tive conditions, businessmen (1) endeavor to reduce costs through factor 
substitution, (2) introduce better production techniques, and (3) anticipate 
correctly consumers’ demand. In all these situations the activities of capi- 
talist entrepreneurs are utility-creating and not scarcity-creating. This ar- 
gument rests on the assumption, however, that the producer has the func- 
tion of satisfying existing or potential demand and that questions of income 
distribution are eliminated from the profitability-productivity controversy. 

Profitability and productivity do not coincide where profits are increased 
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by methods which increase the scarcity of commodities, either artificially, 
through monopolistic practices, or through the waste of productive re- 
sources 

The profit motive cannot be trusted m this respect It is selfish and un 
moved by social obligations Only when they are checked by competition 
will those who aim for higher profits be mduced to undertake the laborious 
tasks which increase the productivity of the economy To remove the safe- 
guard of competition means to open the door to monopolistic practices by 
which profits can be obtained through the creation of artificii scarcities 
The next chapter will deal with these monopolistic problems 

Unfortunately, the ehraination of monopoly is not always suflficient to 
create an ideally competitive situation There can be too much as well as 
too little competition Too much competition may lead to a waste of re- 
sources when elToris are unnecessarily duplicated or when too much is spent 
on advertising The high mortality rate of small busmess, the competition 
of four gas stations at an intersection, milk distribution compared with 
mill distribution, the excesses of radio and television advertising, cutthroat 
competition between giant firms, and other similar examples have been 
used to show that we pay a high pnee for competition These charges can- 
not be dismissed with the argument that competition is necessary and worth 
a high price Where we do find waste, we should try to eliminate it Much 
can be done without creatmg monopolistic controls Where the regulation 
of competition implies monopohstie o^oizations or govenunent controls, 
we must proceed with caution, balancing the diseconomies of excessive 
competition against those of bureaucratic or monopolistic controls 

Competitive waste is sometimes not as great as it seems Take as an ex- 
ample the high mortality rate of small busmess The fact that nearly a third 
of those entering busmess will disconUnue withm a year has b^n con- 
sidered proof of wastefulness, but no particular waste need be mvolved 
* Entnes and exits of individuals with negligible capital, which build up the 
heavy count of births and deaths, may be compared with labor turnover, 
they consist largely of the self employed who hire no help and who move 
in and out according to the shifts in opportunities for self-employment as 
against employment for others ” ’ 

American history shows that unregulated capitahsm tends to exploit 
natural resources (forests, soil, natural gas, oil, etc ) m a way which is 
emmently profitable for private enlerpnse in the short run but extremely 
wasteful for the economy as a whole in the long run A well known ex- 
ample IS the cutting of virgin timber by private firms at a cost at which 
reforestation becomes impossible from the profit angle, as long as these 
exploitative methods are competitively applied Another famous example 
concerns the exploitation of oil Because underground pools of oil are in- 

A. D H Kaplan Small Business Its Place and Problems (New York McOraw 
Hni Book Company, Inc 1948), p 234 
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dependent of property boundaries at the surface, the discovery of oil leads 
to a wild outbreak of drilling completely neglectful of efficient methods 
of exploitation, which would require treatment of the oil pool as a unit. 

Government action clearly b^omes imperative whenever the circum- 
stances demonstrate that profit motive and competition are lacking in con- 
scious social purpose. Care must be taken, however, that govenunent reg- 
ulation accomplish its purpose and is not merely misused to establish 
monopolistic controls.® 

In other situations, capitalism is criticized with less justification. Suppose 
that a crop is not fully harvested because the price of the additional supply 
would not pay for the extra amount of labor and capital. To have harvested 
the whole crop would not have been profitable. Would it have been pro- 
ductive? HarcUy, since the loss caused by the additional application of la- 
bor shows that the labor could be more effectively applied in other fields 
of production. The impression of waste is created by the virtual destruction 
of a product which could have been enjoyed by many people, at home or 
abroad, had only its harvesting not depended on profitability. But income 
distribution (domestic and international) and the whims of nature rather 
than the profit motive are to be blamed. 

Stock exchange speculation has been criticized as the prototype of prof- 
itable but unproductive capitalist activity. In reality, stock speculation per- 
forms a useful function in maintaining a permanent market for securities 
and does not, as is often believed, divert capital from potentially productive 
employment. Loanable funds, used by a speculator to buy securities, are 
passed on to the seller of the security and are not tied up. Even an increase 
in security prices does not absorb capital, because the purchasing power 
spent by the speculator is always to be found in the hands of the seller ® 

Capitalism has been criticized (1) for wasting its resources in outmoded 
productive processes where modem methods are already available; and (2) 
for introducing new machinery at a rate which eliminates old equipment 
before it has been fully used. These two criticisms cannot both be right. 
New production techniques are not introduced unconditionally; they are 
introduced when they lower the costs of production. The decision will de- 
pend on considerations as the following: what is the cost of the ma- 
chine; what rate of interest has to be paid for loanable funds; how much in 
terms of wages will be saved through the substitution of capital for labor; 


8Cf. Fritz Machlup, The Political Economy of Monopoly (Baltimore: The Johns 
Hopkins Press, 1952), pp, 299-304. 

9 It must be admitted, however, that the stock market does not necessarily establish 
correct security prices, for those who buy and sell on the stock market are not inter- 
ested in long-run production trends. Either they are ignorant or they are professionals 
who use their skills, not in correcting the mistakes of the ignorant, but rather in trying 
"to beat the gun” or “to outwit the crowd.” Cf. John Maynard Keynes, The General 
Theory of Employment. Interest and Money (London: Macmillan & Co. Ltd., 1936), 
pp. 151-156. 
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how wiU the efficiency of production increase, and what will be the umt 
costs of production? 

Price and cost calculations will supply the correct answers Often the new 
machine will be introduced and the old machine will contmue to be em- 
ployed, while the price of the product will adjust itself to the lower costs of 
the new production technique The producer who uses the old machme can- 
not expect to earn the going rate of mterest However, as long as he can 
earn some interest on his old investments, he will use the old machme 
rather than throw it on the junlc heap A more satisfactory method of 
weighmg old against new methods of production could hardly be found 
The new method, if it does lower tlw cost of production, will be intro- 
duced, and the old method will be discontinued only if it cannot compete 
even after complete depreciation of the old equipment We note that the 
entrepreneurs who introduce the new techmques are those who will not 
suffer from depreciation more than they gain through the change, and that 
those who suffer more than they gam are powerless to stop progress unless 
they are protected through a monopolistic market position 

Capitalist production, thou^ unplanned, steers clear of these two pit- 
falls m connection with technological progress Competitive capitalism does 
not insist that investments be protected until they are fully paid for on the 
basis of original cost, nor does it insist on the exclusive use of the newest 
techniques of producuon It steers a rational middle course which can 
hardly be improved upon m a socialist economy 

Later we shall see that totalitanao systems are m danger of choosing the 
best technical solutions because they do not have a comprehensive pricing 
process which would permit them to make the best economic decision 

We do not mclude m our list of possible deficiencies of capitalism cases 
m which the productivity of the system is being impaired by wrong gov- 
ernment pohcics, particularly those which interfere directly and clumsily 
with the pncing process These policies are often the result of a desire to 
help individual groups whose market position is detenorating In some m 
stances government action may be justified, for instance, when the nature 
of demand and supply in special markets leads to excessive price fluctua- 
tions But basically wrong arc policies which try to perpetuate the eco- 
nomic position of given groups id the face of a permanent decline in the 
demand for their services or products The artificial maintenance of pnees 
under such conditions leads to ousallocations of the factors of production 
and reduces the productivity of the economy in terms of the products which 
consumers want 

Since policies which would fall under this category contradict the very 
principle on which the functioning of the capitalist system is based, it 
would be wrong to blame the system for these violations of its code Demo- 
cratic government must learn to formulate its policies in conformity with 
the logic of the economic system on which it is based 


CHAPTER 7 


CAPITALISM AND MONOPOLY 


The Problem of Monopoly 

A capitalist economy is supposed to be a competitive economy; but those 
fighting the competitive struggle and driven by the profit motive strive, 
whenever possible, to eliminate competition because competition tends to 
destroy their profits. Since monopoly is the outgrowth of the competitive 
struggle — the monopolist being the final victor — it is correct when Eduard 
Heimann says that “monopoly is the annulment of competition and at the 
same time its logical conclusion.” ‘ 

The substitution of monopoly for competition changes the very nature 
of the capitalist economy, because monopoly eliminates one of the econ- 
omy’s major driving forces, competition, and leaves the others, self-interest 
and the profit motive, unchecked. Monopoly violates the capitalist philos- 
ophy of individual freedom. A philosophy based on the idea of free private 
enterprise cannot accept a monopolistic concentration of economic power 
without giving up its very foundation. 

There is no denying, on the other hand, that modem technology often 
requires huge production units. To some observers monopoly is simply the 
outgrowth of mass production. If monopoly should be the precondition of 
the application of modem production techniques, we should have to accept 
monopolistic controls whether we like them or not. Monopolistic practices 
are therefore often defended on technological grounds, and it is also argued 
that monopoly is still subject to substantial competitive pressure. Monop- 
olistic practices, furthermore, seem to be a method of avoiding the wastes 
of cutthroat competition, which may easily develop when the competing 
firms are few in number and large in size. We must not forget that the clas- 
sical ideal of competition rested on the assumption of a large number of 

1 Eduard Heimann, Soziale Theorie des Kapiialismus (Tubingen: J. C. B. Mohr, 
1929), p. 38. 
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small producing umts It may well be asked whether orderly production and 
supply under monopohstic conditions cannot be superior to the chaotic 
conditions of cutthroat competibon 

In this controversy a clear-cut answer is not possible Economic theory 
has worked out a senes of models from pure monopoly to pure competition 
General conclusions about the soaal economic consequences of monopoly 
or partial monopoly have, as a rule, not been denved from these models 
These models tned to show how profit is maximized under varying condi 
tions, a problem referrmg to the mdividual firm rather than the economy 
as a whole 

Regarding the social-economic consequences of monopolistic concen- 
tration of economic power, some generalizing statements can be made We 
begin with a discussion of the case agamst monopoly 


The Case Agamst Monopoly 

One of the most dangerous consequences of monopohstic power for the 
social economy is the removal of the automatic protection of consumers 
and producers, through competition, against excesses of self-interest 

The public will not tolerate the mere fact of being dependent upon 
the good will of a pnvate monopolist to use his power humanely Such 
power amounts to ‘‘taxation without representaUon" and is regarded 
as tyranny, quite apart from the wei^t of the taxes the ruler may ira 
pose Competition, then, is the option the public has of deahng with 
anyone who may wish to deal with it, and this option frees it from 
servitude But it also frees the producers and dealers from the obliga 
tion to serve which could be laid upon them if the pubhc did not have 
this option • 

As long as competition ts suffiaeDtly strong, we can assume that ex- 
ploitation of buyers (and, m the case of monopsony, of sellers) is impos- 
sible, the prices charged cannot long remain above the cost level The 
monopolist has the power to restrict output and to mcrease his profit by 
artificially increasing the scarcity of his product In the case of monopoly, 
profitability does not always comade with productivity The profit motive, 
when controlled by competition, leads to constant effort, higher efficiency, 
and an increased social product The producer under conditions of pure 
competition* has no reason to decrease his output He can sell at the mar- 

* Reprinted from Soaal Control of Business 2d ed , by J M Clark p 126 Copynght 
1939 Courtesy of McGraw Hill Book Company Inc 

3 ‘ Pure competition exists if (be seller thinks that at the market price he could sell as 
much as he wanted while at a higher price he could sell nothing at all" — ^Fritz 
Machlup, The Polilical Economy of Monopoly (Baltimore The Johns Hopkins Press, 
1952) p 14 
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ket price "whatever he produces because his individual supply can be con- 
sidered as an infinitisimally small part of the total supply. Only if the mar- 
ket price should fall below his average cost of production will he, in the 
long run, reduce output or stop producing altogether. The monopolist may 
reduce his output and increase his selling price. His decision will depend 
on the elasticity of demand for his product and on his production costs. If 
restricdon of output and a higher price will lead to higher profits, the 
monopolist will restrict output. The profit motive leads in this case to con- 
traction rather than expansion of production. This is the very negation of 
everything the capitalist philosophy stood for. 

The existence of monopoly removes the self-generating character of pri- 
vate initiative. The monopolist does not have constantly to re-create his 
profit through actions which, under the fresh breeze of competition, would 
be likely to benefit society. A monopolistic position creates an atmosphere 
of privilege, the very atmosphere the classical philosophy set out to de- 
stroy. We should not forget that early capitalist society, as Adam Smith and 
Benjamin Franklin saw it, was predominantly a society of small business- 
men. At that time everybody had a fair chance to own the tools of his 
trade. “But the tools of trade which are protected by the unanimous voice 
of the lawmakers of America are not the tools by which modem workers 
maintain their lives.” < Competition has ceased to be what it used to be 
when wise men believed they could safely rely on its regulative and stimula- 
tive functions. 

The pricing process of the capitalist economy rests on the assumption of 
sufficient price flexibility. Prices should adjust themselves to changes in 
demand, in producflon techniques, and in the supply of the factors of pro- 
duction. Changes in prices would cause the necessary adjustments in pro- 
duction, in the demand for the factors of production, and in indmdual in- 
comes, If we assume that monopolistic price control is identical with price 
rigidity, we come to the conclusion that the price mechanism "will lead to 
results which are deviations from the optimum which cotild have been 
achieved under competitive conditions. Under the assumption of a stable 
supply of money and a stable general price level, monopolistic policies 
will tend to reduce the prices of products which are produced under com- 
petitive conditions; and if the competitive industries cannot lower their 
cost of production, the result may be increasing unemployment. 

The monopolist not only restricts output if restriction promises to in- 
crease his profit; he also secures a larger share of a reduced national in- 
come, thus cutting doubly into competitive incomes. The mdnopolist’s in- 
creased share is not derived from any social-economic function. While it is 
possible to impute wages, interest payments, and competitive profits to 
“functional” contributors to the social product, no such imputation is pos- 

* Final Report and Recommendations of the Temporary' National Economic Com- 
mittee (Washington, D. C.: United States Government/Printing Office, 1941), p. 6. 

/ 



Capitalism and Monopoly 73 

cases of restriction add up to a substantial decrease of the national output, 
but it is also likely that the total effect is worse than the mere addition of 
sin^e instances. The functioning of the price mechanism will suffer when 
the savings from monopolistic profits are forced into competitive fields. Not 
only will the competitive industries be exposed to the extra pressure which 
the elimination of competition in the monopolistic industries brings about; 
they are, at the same time, faced with inelastic prices for products which 
they must buy from the monopolies. If the economy should be sensitive to 
oversaving, because of inadequate profitable investment opportunities, con- 
ditions would be made worse by monopolistic practices. 


The Apology for Monopoly: Competitive Admixtures 

The picture regarding monopoly can, however, be painted in brighter colors. 
Some observers believe that the case against monopoly has been overstated 
and that monopoly, far from being the negation of the classical philosophy, 
is much more likely the latter’s logical and consistent adjustment to the era 
of mass production. 

The strongest argument in defense of monopoly is the reminder that 
monopoly in pure form is rarely found. Since the arguments against monop- 
only center around the alleged absence of competition, the defenders of mo- 
nopoly can attempt to prove that competition is maintained in forms which, 
though less clear-cut than the cases of pure and perfect competition,^® are 
still sufficient. These forms of competition are the following: 

(1) THE COMPETITION OF ALL PRODUCTS FOR THE 
buyer’s dollar. This statement cannot accomplish very much in 
defense of monopoly. It says that the monopolist has to face a demand 
situation which is determined not only by the effect on sales of the re- 
spective monopolistic prices chosen, but also by the prices of all other prod- 
ucts which the consumers’ dollars may buy. The statement can serve as a 
reminder that even the monopolist’s power is not unlimited. He has to con- 
sider the elasticity of demand for his product and also the cross elasticities, 
i.e., the effect on the quantity demanded of changes in the prices of other 
products. 

(2) the competition of substitutes of differ- 
ent ranges of proximity. This argument could lead us into 
very complicated problems of modem economic theory. Meant as a de- 
fense of monopoly capitalism, the argument says that even the monopolist 
will have to consider the price policy of the makers of products which are 

10 See footnote 3. “Perfect competition requires that everybody is free to move un- 
limited amounts of productive resourcess into any field that looks promising to him. 
. . .” — Machlup, oj>. cil., p. 19. ' 
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close substitutes for his own product and therefore liable to make the de> 
mand for the monopolist’s product more elastic But even m the case of a 
close substitute, the dissimilanty may be great enough to offer substantial 
possibihties for monopohstic profits 

(3) POTENTIAL COMPETITION Accordmg to M J Dark, 

A considerable part of competition is exerted by competition which 
IS not actively m existence In other words, the expectation of stimng 
up active competition is enough to restrain busmessmen from follow- 
ing extortionate policies, especially if it is fortified by recollections of 
painful experiences m the past T^s takes many forms, including (1) 
the expectation that new plants will be built or new enterpnses 
launched, (2) the possibdity that producers serving other markets will 
reach out and mvade this one, if prices go high enough to make such 
an invasion profitable, or (3) the possibility of stimng up cutthroat 
competition among existing producers m a trade where nvalry is now 
on a tolerant hve-and-let-live basis 

All this, of course, is a question of the degree of monopohstic power and 
monopohstic profits The more attractive the monopolistic profit, the 
stronger must be the armor of the monopohst Consideration of the case of 
potential competiuon is important because the invisibility of this form of 
competition may cause monopohstic power m capitalism to seem stronger 
than It 18 

When monopoly rests on a temporary arrangement — as m a cartel—” 
competition remams a potential menace, a fact which lunits monopolistic 
practices If the restrictions imposed upon the members of the group seem 
greater than justified by the gam deriving from control of the market, mem- 
bers will leave the cartel This type of monopoly is an armistice between 
competitive battles and is therefore constantly under the shadow of a po 
tential outbreak of bostihties 

(4) MONOPOLISTIC COMPETITION This IS the Competition 
m differentiated products by many sellers ** It is not a case of competition 

sold by nval makers But the two cases shade into each other The differ- 
entiation m the case of monopolistic competiuon is not of such an appre- 
ciable degree that each field would constitute an “industry” of its own ‘ Dif- 
ferentiauon may be based upon certam charactensUcs of the product it- 
self . It may also exist with respect to the conditions surrounding its 


“Clark, op cir.p 136 

“ See Fntz Machlup, “Monopoly and Competition A Classification," American 
Economic Review, XXVII (September, 1937), 447 
Clark, op elt^ p 129 
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sale.” These cases are a blending of monopolistic and competitive ele- 
ments. In its differentiated field or location, the firm is a monopolist The 
differentiation acts as a deterrent to the entry of competitors into the 
“field.” But other firms may offer a product only slightly different in quality 
or conditions surrounding the sale. In scientific language: competition is 
neither pure nor perfect. In pure competition an identical article is offered 
for sale by many firms. It makes no difference from whom the buyer buys, 
and the seller can sell at the market price whatever he produces. The de- 
mand for branded articles, on the other hand, is not perfectly elastic. At a 
lower price the producer will sell more than at a higher price. However, 
since there are other sellers selling similar products, such as different makes 
of automobiles or different brands of cigarettes, the demand for a partic- 
ular brand will decrease as other firms enter the industry. Advertising is 
characteristic of this type of competition. We do not find much advertising 
in cases of pure monopoly and none at all in cases of pure competition. 

We have listed this hybrid of monopoly and competition in order to em- 
phasize the strong admixture of competition and monopoly in capitalism. 
The ubiquity of this form of monopoly (or competition) suggests, how- 
ever, that the monopolistic element is stronger, though more diffused, than 
the rare appearance of pure monopoly may lead us to believe. Monopolistic 
competition may not be exposed to the severe criticism which is directed 
against monopoly in general. But it has this in common with the negative 
features of monopolistic practice: the firm which supplies a differentiated 
product has the choice between different prices and may be induced to 
restrict output in order to increase profits. 

COMPETITION FROM THE NEW COMMODITY. Jo- 
seph A. Schumpeter refers to "the competition from the new commodity, 
the netv technology, the new source of supply, the new type of organization 
(the largest-scale unit of control for instance) — competition which com- 
mands a decisive cost or quality advantage and which strikes not at the 
margins of the profits and the outputs of the existing firms but at their 
foundations and their very lives.” This kind of competition is, according 
to Schumpeter, so much more important than competition in the ordinary 
textbook meaning of the word “that it becomes a matter of comparative in- 
difference whether competition in the ordinary sense functions more or less 
promptly; the powerful lever that in the long run expands output and 
brings down prices is in any case made of other stuff.” This argument is 
an important reminder that long-run problems of economic growth should 
not be forgotten. The argument is not so strong for the short-run analysis, 
which may well include whole business cycles. 

n Edward Chamberlin, The Theory of Monopolistic Competition (Cambridge, Mass.: 
Harvard University Press, 1936), p. 56. 

15 Schumpeter, op. cit., p. 84 (italics are mine). 

10 Ibid., p. 85. 
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The Apology jor Monopoly' Further Arguments 

The theory of counten-ailing power*^ suggests that we do not confine our 
search for restraints of monopolistic power to only one side of the market, 

1 e , the various kinds of competition just outlined, it icminds us that re- 
straints may appear also on the opposite side oj the market, where monop- 
olists meet monopsomsts and vice versa Thus the monopsony of em- 
ployers’ associations is met and counterbalanced by labor unions These 
considerations are important for a realistic appraisal of capitalism, but they 
cannot prove that all market parties can unite with the same ease or suc- 
cess We shall see, furthermore, that the power of these groups may be 
additive rather than countervailing, as when strong labor umons and m- 
dustnal monopolies join forces in the exploitation of the consumer 

If monopoly really leads to a curtailment of production, it releases jac- 
tors of production which can be used in other fields Monopolistic policies, 
therefore, lead to restrictions in mdividual plants, firms, and industries but 
need not decrease total production The net effect of monopoly is not a re- 
duction of the national product but a change m its physical aggregate 
Lovver wages wiU help to absorb into competitive fields those who cannot 
find employment in the monopolistic industries, and saved-up monopolistic 
profits will lower interest rates and lead to increased investment in com 
petitive firms This argument is correct only if it can be assumed that the 
economy will mamtam a high employment level Even then, however, it is 
clear that consumers do not get the selection of goods which they would 
have bought under competitive conditions We can argue, on the other 
hand, that this diversion is relatively unimportant when compared with the 
influence of unequal income distnbution on the contents of the social 
product 

Perhaps the most frequendy heard argument m defense of monopohstic 
practices consists of references to the unhealthy conditions of cutthroat 
competition, which may make its appearance where there are only a few 
large firms in a field and the entrance of just one more competitor pre- 
cludes fair rates of return for all concerned. The same argument can be 
formulated as follows The ideal competitive economy was based on small 
but numerous business umts Modem industrial economy with its big 
mass-production units no longer conforms to this picture Since mass pro- 
duction is here to stay, new forms of market behavior must be found The 
way back to pure and perfect competition is closed If we disapprove of 
cutthroat competition we must be willing to admit some sort of market 
control 

The tendency toward mass production docs not, as a rule, lead to the 

*rCf John Kenneth Galbraith American Capitalism The Concept of Countervailing 
Tower (Boston Houghton Company, 1952), Chaps 9, 10 
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survival of only one producing unit. The advantages of mass production 
are limited. After an optimum point is reached, a further increase in the 
size of the producing unit would lead to decreasing returns. On techno- 
logical grounds the optimum size will often be reached before one pro- 
duction unit comprises the whole industry. Several firms will supply the 
market. Monopoly is therefore not the direct outgrowth of the advantages 
of mass production. But wherever the market is supplied by only a few 
firms, the normal adjustment of supply to changes in demand may be im- 
peded. The addition of one more production unit may make competition 
too severe, while a reduction of output is difficult to achieve under these 
conditions. Marginal firms .may eventually be forced to shut down, but 
even the marginal firms have made large investments in fixed capital which 
they will write off before they stop producing. Thus entry into an industry 
will be easier than withdrawal from it. 

Fritz Machlup points out that the extent to which concentration has pro- 
ceeded is entirely out of proportion to so-called technological necessities or 
economies. 

Most of the growth of corporate empires during the last fifty or 
sixty years was not a matter of technological integration but rather 
financial integration of control. And this integration and concentration 
of control in larger and larger corporate units was, of course, directly 
related to the building up of monopoly positions both in the sense of 
reducing the number of actual competitors in the field and in the sense 
of reducing the ease with which potential competitors could enter the 
field.^® 

We must make sure that industrial efficiency is not used as an excuse 
for industrial empire building. The optimum size for producing units can 
be reached, as a rule, without the interlocking financial controls which are 
characteristic of the concentration of economic power in capitalism. But 
“if prices are to be managed and administered, if the Nation’s business is 
to be allocated by plan and not by competition, that power should not be 
vested in any private group or cartel, however benevolent its professions 
profess to be.” 

Schumpeter suggests that monopolistic practices can often be considered 
a necessary protection against the uncertainties against which insurance is 

IS Machlup, The Political Economy of Monopoly, p. 239. 

IS TNEC, Final Report, p. 15. John Stuart Miii had already.reached this conclusion; 
a hundred years ago. He wrote, “When ... a business of real public importance can 
only be carried on advantageously upon so large a scale as to render the liberty of 
comljetition almost illusory, it is an unthrifty dispensation of the public resources 
that several costly sets of arrangements be kept up for the purpose of rendering to the 
community this one service. It is much better to treat it at once as a public function.” 
— Principles of Political Economy (New York: The Colonial Press, 1899), I, 141. 
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not possible He argues that monopolistic restrictions, which seem synon 
ymous wiih loss of opportunities to produce, are often unavoidable incidents 
of a long-run process of expansion which they protect rather than impede 
‘ There is no more of paradox in this than there is in saying that motorcars 
are traveling faster than they otherwise would because they are provided 
with brakes ” This argument cannot easily be refuted, though we may 
well ask whether the necessary controls should be vested m a private mo- 
nopoly and ‘ whether investment on balance will not be more restncted 
than encouraged if we foster investment by ‘leaders’ through restrict- 
ing investment by ‘followers ’ ” Schumpeter admits that his argument 
‘ docs not amount to a case against state regulation It does show that there 
is no general case for mdiscnroinate ‘trust busting* or for the prosecution 
of e\ erything that qualifies as a restraint of trade ” 

The argument that monopolistic policies lead to a less flexible price 
system is difficult to *efute, but it is equally difficult to prove Edward S 
Mason has pointed out that ‘ it is frequently inferred, because many prices 
are now rigid, that the degree of monopoly control must now be greater 
m the economy than it was at some time in the past AH of these deductions 
seem to be highly dubious to say the least ” The fact that paces of 
agricultural products fall during a depression without much decline in out- 
put does not justify the conclusion that if industrial prices had declined 
output would have been maintained This conclnsioa would be correct 
only if the price determining variables were the same m both cases The 
problem of the economic relevance of price rigidities cannot be solved 
without an analysis of all these variables Since the derived demand for 
capital goods resulting from changes in the demand for consumers’ goods 
IS an extremely sensitive variable, it is quite impossible to conclude that m- 
dustrial prices and output would behave like agricultural paces and out- 
put were it not for monopolistic practices in industry Under demand 
conditions as they prevail on the market for capital goods during a de- 
pression, It IS likely “that m the most conspicuous cases pace rigidity is 
motivated precisely by the low sensitiveness of demand to short-run pace 
changes within the practicable range ” This argument can hardly be used 
in defense of monopohstic practices, however If the chances for a revival 
rest on profit expectations, and profit expectations depend in turn on cost- 
price relations, it is quite possible that price rigidities postpone the upswing 
Schumpeter argues that the refusal to lower paces strengthens the position 
of industries which adopt such a policy, but it is doubtful that this aigu- 

2® Schumpeter, op cil p 88 

21 Machlup Poliiical Economy of Monopoly, p 68 

22 Schumpeter, op cit p 91 

22 Edward S MasoD, “Pnee Inilcubility,*’ Review of Economic StatuUcs, XX (May, 

1938) 55 

i*Ibid 

25 Schumpeter, op cit 95 
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merit can afford similar comfort to industries which are buyers of monopoly 
products. 

Adolf Weber-® suggests a simple psychological reason for the public’s 
negative attitude toward concentration of economic power. The public, he 
says, is always dissatisfied with some features of the capitalist economy. 
Since the private enterprise economy is atomistic and unplanned, respon- 
sibility cannot be fixed upon individual firms as long as these firms are 
relatively small and numerous. Responsibility can be feed, however, either 
upon the government which “interferes” with private business or upon mo- 
nopolies which “exploit” competitive business and the consumer. Quite 
obviously, Weber concludes, government and monopolies are blamed for 
almost all the shortcomings of the capitalist economy. 

Summing up these points in defense of monopoly, we can say that pure 
monopoly is only infrequently found and that competition remains effective 
in many forms; that original bargaining power leads to countervailing 
power; that monopoly does not reduce total production as much as it 
changes the direction of production; that modem production units have 
grown too big for a normal competitive process and that monopolistic mar- 
ket control is sometimes preferable to cutthroat competition; that monop- 
oly protects against uncertainties which, if no protection were possible, 
would preveni large-scale investment in new fields; and that price rigidities 
are, perhaps, not as strong an argument against monopoly as it may seem. 

Whether the arguments for or the arguments against monopoly are 
stronger cannot be decided on purely theoretical grounds. The problem has 
a normative character. The norm on which monopolistic policies can be 
evaluated is difficult to establish. If we acknowledge the principle of com- 
petition, why stop those who emerge victorious? If we acquiesce in glaring 
inequalities of income distribution, why get excited about monopolistic 
profits? If we eulogize the profit motive, why not idolize men who have 
driven it to the extreme? Under these conditions, antimonopolistic policies 
are liable to be half-hearted, incomplete, and inefficient attempts which 
often dare not be consistent lest we jump from the frying pan of monopoly 
into the fire of government control and government ownership.^’^ 

In order to find our way through the maze of this problem we must be 
guided by a firm grasp of the working principles of the market economy. 

23 Adolf Weber, Allgemeine Volkswirtschaflslehre, 4th ed. (Munchen und Leipzig; 
Duncker und Humblot, 1932), II, 175. 

27 “Perhaps the basic difficulty had its origin not in the vastness and complexity of 
business but in the confusion of the American mind. Americans feared big business, 
but they admired it, too. They wished to protect themselves against the dangers of 
monopoly, but also to enjoy the benefits of mass production and the elimination of 
costly duplication. They believed in government regulation of business, but beUeved 
with equal fervor in the virtues of private enterprise and ‘rugged individualism.’ What 
they really wanted to do was to purify the trusts, not to smash them.” — ^AHan Nevins 
and Henry Steele Commager, The Pocket History of the United States (New York: 
Pocket Books, Inc., 1942), p. 304. 
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of the government’s antimonopolisUc policy is, therefore, a patent law 
which achieves its ends with a minimum of danger that the patent may be- 
come “an invitation to predatory litigation.” 

The government can try to support competitive enterprise through a 
tax system which encourages competitive small business against monop- 
olistic large enterprise. Such a policy, however, may easily become arbitrary 
and discriminate against the economies of mass production. Monopolistic 
proflts are, unfortunately, much too elusive to be made the subject of spe- 
cial taxation, and yet it is monopoly rather than mere bigness or efficiency 
against which such a policy should be aimed. More successful may be a 
credit policy which sees to it that small business has access to credit at 
reasonable rates of interest. These credits could come from public credit 
institutions, or they could be given by private institutions under public 
guarantee. 

Competitive pressure may be exerted by public corporations. Care must 
be taken, however, that this competitive pressure is not unfair, as when 
the cost of government agencies is actificiaHy reduced or losses axe covered 
through public revenues. 

The government may control prices charged by public utilities. These 
public utilities, though monopolistic for technological reasons, are still em- 
bedded in a competitive economy, and thus the task of cost determination 
and price regulation is not unmanageably difficult. The socialist economy 
will have to face a more difficult task: where production is completely in 
the hands of the government it is very difficult to correct monopolistic pric- 
ing through a comparison with competitive pricing. 

The government may acquire the ownership of monopolistic industries. 
Altliough this action is often referred to as “nationalization” or “socializa- 
tion,” it does not imply the introduction of socialism if government owner- 
ship remains the exception to the rule of private enterprise and if such 
nationalization is based upon clear evidence of monopolistic power. The 
difference between government ownership and government control is not 
too decisive. As a matter of fact, public ownership might be preferable to 
public control because it would “obviate expense, overlapping and, above 
all, friction, if, instead of there being a controlling authority plus a con- 
trolled one, control and operation were united ... in the same hand.” 

“In order to curb monopolistic abuse, consideration should be given to proposals 
for compulsory licensing of patents, and for licensing without restriction upon licensee 
or buyer of the patented article. Since much of the control exercised by monopolies 
proceeds not so much directly from the patent as from aggressive use of infringement 
suits and the costs they impose upon small competitors, appropriate protection of the 
defendant in such cases should be provided.” — ^Howard S. Ellis, “Monopoly and 
Unemployment,” in Postwar Econonu'c Studies No. 4, Prices, Wages, and Employment 
(Washington, D. C.: Board of Governors of the Federal Reserve System, May, 1946), 
pp. 85-86. 

31 A. C. Pigou, Socialism versus Capitalism (London: Macmillan & Co. Ltd., 1937), 
pp. 45-46. 
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Without competition, the market economy cannot work, but it can work 
under conditions of less than pure and perfect competition It must be our 
aim to keep competition as strong as feasible, to see to it that notonously 
weak bargainers are strengthened to eliminate monopolies which are not 
technologically justified and control those which are needed, perhaps even 
through government ownership And we must abstain, of course, from 
policies which indirectly foster the growth of pnvate monopoly 

Restriction of Monopolistic Practices 

The government to be consistent, should not follow policies which iti 
directly tend to strengthen monopohstic tendencies m the pnvate sector of 
the economy Competition rests on the free movement of commodities, la- 
bor, and capital Whenever the government restricts mobility, it tends to 
strengthen the monopolistic forces m the economy A case m point is the 
protection of domestic producers against foreign competition through tanffs, 
quotas exchange controls and the like Once foreign competition has been 
excluded, it seems only natural that domestic producers should try to regu 
late competition in the sheltered domestic market The chances that they 
may achieve a monopolistic position arc strengthened But the govern 
ment s inconsistency is not restricted to its anticompetitive policies m in 
ternational trade In the domestic sphere too the government will often be 
subject to pressure by interested groups to introduce policies which stifle 
competition Regulatory policies may be defensible, however, where the 
government tries to strengthen the countervailing power of previously weak 
bargainers 

We have seen that the concentration of economic power was to a large 
extent achieved with the aid of corporation laws which permitted monop- 
olistic controls that far exceeded the needs of modem technology These 
laws ( which were often very lucrative for the states that passed them) were 
not designed to minimize the dangers of monopoly If we really mean to 
deal decisively with the monopoly problem, wc shall have to rewrite these 
laws We shall have to deprive corporations of such powers as the nght to 
own stocks in other corporations or the possibility of effecting interlocking 

Patent laws are a special case of well meant government policy which 
may support monopolistic tendencies Patents are supposed to promote the 
progress of science and useful arts Experience often shows, however, that 
patents can be used for a system of industrial control (e\en on an interna 
tional basis) which stifles new enterprise, divides markets, limits productive 
capacity, and shields against charges of conspiracy An important part 

2*Machlup Political Economy of Monopoly pp 236-249 

Cf Wendell Berge Cartels Challenge to a Free World (Washington D C Public 
Affairs Press 1944) pp 38 39 
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of the government’s antimonopolistic policy is, therefore, a patent law 
which achieves its ends with a minimum of danger that the patent may be- 
come “an invitation to predatory litigation.” 

The government can try to support competitive enterprise through a 
tax system which encourages competitive small business against monop- 
olistic large enterprise. Such a policy, however, may easily become arbitrary 
and discriminate against the economies of mass production. Monopolistic 
profits are, unfortunately, much too elusive to be made the subject of spe- 
cial taxation, and yet it is monopoly rather than mere bigness or efficiency 
against which such a policy should be aimed. More successful may be a 
credit policy which sees to it that small business has access to credit at 
reasonable rates of interest. These credits could come from public credit 
institutions, or they could be given by private institutions under public 
guarantee. 

Competitive pressure may be exerted by public corporations. Care must 
be taken, however, that this competitive pressure is not unfair, as when 
the cost of government agencies is artificially reduced or losses are covered 
through public revenues. 

The government may control prices charged by public utilities. These 
public utilities, though monopolistic for technological reasons, are still em- 
bedded in a competitive economy, and thus the task of cost determination 
and price regulation is not unmanageably difficult. The socialist economy 
will have to face a more diflficult task: where production is completely in 
the hands of the government it is very difficult to correct monopolistic pric- 
ing through a comparison with competitive pricing. 

The government may acquire the ownership of monopolistic industries. 
Although this action is often referred to as “nationalization” or “socializa- 
tion,” it does not imply the introduction of socialism if government owner- 
ship remains the exception to the rule of private enterprise and if such 
nationalization is based upon clear evidence of monopolistic power. The 
difference between government ownership and government control is not 
too decisive. As a matter of fact, public ownership might be preferable to 
public control because it would “obviate expense, overlapping and, above 
all, friction, if, instead of there being a controlling authority plus a con- 
trolled one, control and operation were united ... in the same hand.” 

30 “In order to curb monopolistic abuse, consideration should be given to proposals 
for compulsory licensing of patents, and for licensing without restriction upon licensee 
or buyer of the patented article. Since much of the control exercised by monopolies 
proceeds not so much directly from the patent as from aggressive use of infringement 
suits and the costs they impose upon small competitors, appropriate protection of the 
defendant in such cases should be provided.” — ^Howard S. Ellis, “Monopoly and 
Unemployment,” in Postwar Economic Studies No. 4, Prices, Wages, and Employment 
(Washington, D. C.: Board of Governors of the Federal Reserve System, May, 1946), 
pp. 85-86. 

31 A. C. Pigou, Socialism versus Capitalism (London: Macmillan & Co. Ltd., 1937), 
pp. 45-46. 
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Are Labor Unions MonopoltsUc^ 

A discussion of the monopolistic character of modem capitalism would 
be incomplete without a consideration of the bargaining power of labor 
Is labor being exploited or are, on the contrary, the labor unions them 
selves monopolistic organizations which may even share in the raonopohstic 
profits of industry at the expense of the consumer and of unorganized labor'’ 

Most economists agree that unorganized labor carmot hope to bargain 
successfully on the labor market Unorganized labor does not have the 
necessary monetary reserves which would permit it to withdraw its services 
temporarily from market, it lacks mobility (both geographical and oc 
cupational), which would permit ready movement to more highly paid jobs, 
It IS menaced by unemployment, which creates pressure to accept any offer 
rather than to have to face idleness, and it faces employers who are com 
paraiively few, can come to secret agreements, and have a much better 
knowledge of the market situation 

Labor can improve its position through organization The original mo 
nopsonistic bargaining power of the employers is now being met by the 
countervailing monopolistic powerof the employees Ideally speaking labor 
can now appropriate that extra profit which employers could pocket before 
labor was organized 

Labor unions undoubtedly are monopolies m the economic sense of 
the word Whether their monopolistic position will lead to wages which are 
higher than they would be under ideally competitive conditions will depend 
on many circumstances The following will be most decisive the strength 
of the monopoly, that is, the amount of control over a given kind of labor 
supply, the position of the other contracting party (even a union cannot 
cut into profits where no profits arc made), the general economic situation 
(unemployment, full employment) , and the framework of economic pohcy 
within which labor and management bargain 

To approach the same question from a different angle, we can ask at 
whose expense a labor union may succeed m raising the wages of its mem 
bers Quite a few possibilities exist 

( 1 ) Already mentioned was the case m which labor simply appropriates 
the share of the employers profits which was withheld from labor as long 
as Its bargaining position was weak 

(2) Labor umons may be able to get a share in the monopolistic profits 
of certain industries — at the expense of consumers and of other labor 
groups A strong union can actu^y help a monopolistic industry to fortify 
Its position, as when nation wide bargaining raises labor costs to potential 
intruders 

(3) A monopolistic labor group can raise its wages at the expense of la 
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bor by restricting entry into the organized field and by increasing the com- 
petitive pressure on other labor markets. 

(4) Unions can try to get a share of the competitive profits of industry, 
but at the danger that marginal producers will have to quit, with the con- 
sequence that unemployment increases. This is another case of increasing 
the share of one group at the expense of other workers. 

(5) TTie danger of unemployment can be reduced when a liberal mone- 
tary policy permits general price inflation. In this case the increase in real 
wages will not be as great as the increase in money wages, but organized 
labor will still gain at the expense of parts of the population which cannot 
increase their money income. 

(6) Wage rates can be increased, without inflationary consequences, if 
the increasing purchasing power of wage earners is met by a sufliciently in- 
creased supply of commodities. However, we must not make the mistake 
of assuming that wages should be more or less automatically raised in firms 
or industries whose efficiency has been increased. The logic of the price 
mechanism requires an upward adjustment in wage rates only if the demand 
for the particular kind of labor involved has increased in relation to sup- 
ply. For the same kind of labor the same wage rates must everywhere pre- 
vail — not different rates depending on the varj'ing profitability of the firms 
involved; or, to be exact, the differences ought to be limited to the amounts 
needed to bring about the proper allocation of labor. 

How to deal with the labor problem is one of the most crucial and diffi- 
cult issues faced by modem economic policy. Let us assume that we know 
how to deal with industrial monopolies, so that a pact between industrial 
and labor monopolies is no longer feasible. Let us assume, furthermore, 
that we have achieved conditions of high employment. In a full employ- 
ment economy labor has a very strong bargaining position. “Labor,” of 
course, is a term which oversimplifies matters. The labor factor is not homo- 
geneous; it is subdivided into numerous “noncompeting” groups among 
which occupational mobility does not exist, at least not in the short run. 
Each organized group will try to obtain for itself the highest possible wage 
rates, quite without consideration of the general economic consequences 
of its policy. Indeed, no other attitude can be expected of labor (or any 
other group) in times of peace. Nobody, therefore, sees to it that the total 
wage bill, which is the result of all bargaining processes on the labor mar- 
ket, will be correct in terms of aggregate demand. In the full employment 
situation, which we assumed to exist, it is likely that aggregate demand 
will exceed the amount at which price stability can be maintained. The ex- 
planation is that employers will be willing to concede wage increases, pro- 
vided they in turn can count on raising their prices. 

The monetary authority, to which the problem of price stability is en- 
trusted. could see to it that the total amount of spending is sufficiently cur- 
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tailed All the monetary authority need do would be to regulate the supply 
of money This was the conservative concept of monetary poh<^ In 
case 

wage negotiations were conducted, as it were, withm a steel frame- 
work not absolutely rigid mdeed, but known not to be mdehnitely ex- 
tensible If the framework is scrapped, if monetary authonties 
are always prepared to create without quesbon whatever flow of 
money is needed to discharge whatever wage bill is needed to reconcile 
full employment with whatever wage rate is demanded by the Trade 
Unions, they have mdeed abdicated from exercismg that sovereignty 
over the standard of value which we thought we had committed to 
then charge “ 

As yet nobody has foimd a solubon for this dilemma which seems to 
make it impossible to achieve simultaneously the three aims of (1) collec- 
bve wage bargaining, (2) full employment, and (3) monetary stabihty 
Two of the problems could always be solved if we dared neglect the third 
one we can let powerful umons bargain within the mentioned steel frame- 
work — at the pnee of unemployment, we can let unions bargain success- 
fully m a high employment economy — at the price of aeepmg inflation, or 
we can mamtam both full employment and monetary stabili^ — if we take 
from labor (and other groups), as totalitanan systems do, the power to 
bargam coUecbvely In categoncally rejecting this third choice we must re- 
main aware of the fact that mflabon may eventually lead to depression 
and that mass unemployment is a sure way of creatmg the pohbcal precon- 
dibon for totahtanamsm 

We shall see later on that a hberal socialist system would face the same 
difficulbes Only totalitarian systems seem to have simple solubons to offer 
— at the price of freedom 

*2D H RoberlsOD Utility and All That (New York The Macmillan Company, 
1952), p 91 
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Frictional and Technological Unemployment 

In the mode] of a free market economy, unemployment is, by definition, 
excluded. In a real market economy, whether capitalist or socialist, a 
moderate amount of frictional unemployment is unavoidable. Adjustments 
to changing conditions imply factor movements and, since labor does not 
enjoy perfect occupational or geographical mobility, we must expect some 
idleness in consequence of changes in demand and in production tech- 
niques. 

With this type of unemployment we are not concerned. It would exist 
in any economic system (even a totalitarian) which attempted to adjust 
production to changing conditions. A realistic interpretation of such “Ac- 
tional unemployment 

. . . legitimately allows for various inexactnesses of adjustment which 
stand in the way of continuous full employment; for example, unem- 
ployment due to a temporary want of balance between the relative 
quantities of specialised resources as a result of miscalculation or inter- 
mittent demand; or time-lags consequent on unforeseen changes; or to 
the fact that change-over from one employment to another caimot be 
effected without a certain delay, so that there will always exist in a 
non-static society a proportion of resources unemployed “between 
jobs.” 1 

Some of these instances of frictional unemployment are probably more 
serious in a market economy than in a centrally planned economy. Capital- 

iJohn Afaynard Keynes, The General Theory of Employment, Interest and Money 
tLondon: Macmillan & Co. Lid., 1936), p. 6. 
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ism IS characterized by free choice of consumption and of occupation Ad- 
justments to changes m demand and supply therefore be more frequent 
and difficult in a free than in a regimented economy The really dangerous 
cases of unemployment, however, are of a different nature 

Before we turn to these more important forms of unemployment, we 
shall have to consider a special case of fnctional unemployment which has 
played an important part in the socialist critique of capitalism — ^technolog- 
ical unemployment 

Many waters beheved that a constantly growing use of capital goods 
would lead to ever-mcreasmg unemployment Machines would be sub- 
stituted for labor, unemployment would press wages down, and the in- 
creased social product could not be sold, owmg to the insufficiency of pur- 
chasing power m the hands of the people We met with this arpment 
before when capitalism was criticized for its inabihty to reach high levels of 
productivity (see above, Chapter 6) Now we have to find out whether 
capitahsm must suffer from permanently increasing technological unem- 
ployment 

Qassical economics rejected the above argument Jean-Baptiste Say 
pomted out “that a product is no sooner produced, than it, from that in 
slant, affords a market for other products to the full extent of its own 
value,” * and John Stuart Mill explained, 

could we suddenly double the productive powers of the country, we 
should double the supply of commodities m every market, but we 
should, by the same stroke, double the purchasing power Everybody 
would brmg a double demand as weD as supply everybody would be 
able to buy twice as much, because every one would have twice as 
much to offer m exchange ' 

This theory took for granted that mcreascd efficiency of labor would 
tower the umt cost of production and that, at lower pnces, purchasmg 
power would be set free to purchase additional commodities To produce 
these commodities, more labor would be needed and the technologically 
unemployed would be absorbed by an ever-expanding producUon. That the 
process need not be deflationary was already suggested by Say, who pointed 
out that in such cases of mcreascd "traffic” merchants would well know 
how to find substitutes for the product serving as a medium of exchange * 
The Say-MiU argument was merely a consistent (though highly sim- 
plified) application of the prmaples of the free market economy to prob- 
lems of technological change (see above Chapter 3, pp 28-29) The his- 

3 Jean Baptiste Say, A Treatise on Political EeoTtomy (Philadelphia John Ongg, 
1830), p 78 

> John Stuart Mill, Principles o] Political Economy (New York The Colonial Press, 
1899), II. 77 
< Say op ei/w o 78 
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tory of the nineteenth century, with its remarkable record of creating 
employment for a rapidly rising population, shows that the theory of the au- 
tomatic long-run absorption of the technologically unemployed came much 
nearer to the truth than did the gloomy predictions of the pessimists who 
expected ever-increasing unemployment, even within a stationary popula- 
tion, as the result of rapid industrial progress. 

While Say and Mill were right in rejecting the theory of a general over- 
production, they overestimated the ease with which the capitalist economy 
adjusts itself to technological and other changes. We know from experience 
that the capitalist economy does not expand steadily, that it is subject to 
cycles of prosperity and depression. These wavelike, self-aggravating move- 
ments are the manner in which the capitalist system reacts to outside 
shocks. We must study this cycle of prosperity and depression because we 
must know the causes of the disease of unemployment before we can pre- 
scribe the proper remedies. 


The Business Cycle 

How the capitalist economy tends to swing in cycles of increasing and de- 
creasing employment, of prosperity and depression, can be indicated by 
the following sketchy remarks. 

Assume that a period of depression changes into revival. This change 
may be caused by an accumulated replacement demand, by innovations, by 
an improved cost-price relation, or by government action. 

Unemployment, excess capacity of industrial plant, and stocks of ma- 
terials in different stages of production permit a substantial expansion of 
output under the impulse of improved profit expectations. The rate of in- 
terest is low and will be kept low through credit expansion. Because pro- 
duction can be increased, the expansion of credit need not raise the general 
price level. 

As the revival is financed by credit expansion, as new money flows into 
circulation, the national income increases. Newly employed men will spend 
part of their newly earned income on consumers’ goods. New consumers’ 
goods will be ordered and produced, and the money spent will become in- 
come of an ever-widening circle of those who participate, directly and in- 
directly, in the production and raajjceting of consumers’ goods. This is the 
so-called “multiplier-effect.” 

Part of the newly created incomfc will be saved. These savings will be 
invested (that is, spent on capital goods), because an increased demand 
for consumers’ goods will cause an increased demand for capital goods. 
This “derived” demand may easily be “accelerated” or “magnified,’ owing 
to circumstances which a simple example will explain. 

Assume that the production of consumers’ goods, such as shoes or elec- 
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tnc fixtures, has been earned on at full capacity when, upon a nse m in 
come, the demand for consumers’ goods increases by 10 per cent Assume, 
furthermore, that m order to produce these consumers’ goods a considerable 
amount of capital goods is needed Let us say that the production of 1,000 
umts of consumers’ goods per year requires 500 umts of capital goods 
These units, constitutmg plant and equipment, have to be replaced at a rate 
which depends on the average durabihty of the capital goods Assuming 
an average durabihty of 10 years, we must replace 50 units each year The 
capital goods mdustry has to produce these 50 umts per year to mamtam 
the flow of 1,000 umts of consumers’ piods per year Because we assumed 
that the plant was fully used, a 10 per rent mcrease m the demand for con* 
sumers’ goods (from 1,000 to 1,100 units) will require 550 umts of cap- 
ital equipment instead of only 500 The new demand for investment goods, 
added to the norma! replacement demand of 50 umts, raises the produc- 
tion of capital goods from 50 to 100 umts, or by 100 per cent Smre the 
assumed mcrease m consumpuon was only 10 per rent, we see that the 
“derived ’ demand for capital goods has been greatly magnified. 

If we assume the existence of unused plant capaci^, this principle of 
magnification will not work immediately or its effect will be weakened- 
However, the prmciple remains a powerful tool of analysis in the explana- 
tion of business cycles, as we shall presently see 

Increasing investment causes emp!o;^eDt, mcome, and consumpuon to 
grow, and increased consumpuon, in turn, increases invesunent still fur- 
ther How an upswing, once under way, gathers momentum is easy to un 
derstand Revival propeb itself into prosperity while continuous credit ex- 
pansion finances the absorption of unemployed factors of production 

But the upswing must come to an end when full employment is reached 
and when the expansion of credit has to be stopped to avoid a dangerous 
price inflation The capitahst economy reaches a state of high employment 
only to be forced into recession and depression by disproportionahucs 
which have developed m the economy dunog its upswing 

As consumers’ goods production and capital goods producuon increase 
side by side, they stimulate their mutual growth Bui as unemployed re 
sources are gradually absorbed it becomes increasingly difficult to expand 
both consumers' goods producuon and capital goods production At fxdl 
employment, investment can be mcrcased only at the expense of consump- 
tion, and consumption, only at the expense of investment This constitutes 
a situation of great instabihty 

Both consumers’ and capital goods production are geared to a mutual 
rate of growth which it is impossible to maintain Investment cannot con 
tinue to increase when consumption decreases, it cannot c\cn increase when 
the rate of growth of consumption falls or when consumption is mam- 
tamed at a given level Using this latter case as an example, we remember 
that an increase m consumption from 1,000 to 1,100 units (an increase of 
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10 per cent) caused an increase in capital goods production from 50 to 
100 units (an increase of 100 per cent). Assuming that consumption is 
maintained at 1,100 units, the capital goods industry would have to main- 
tain a replacement demand of 55 (10 per cent of 550 units of capital). 
This would mean a fall in investment expenditure from 100 to 55. The 
mere maintenance of a given level of consumption is, therefore, not enough 
to maintain investment. On the other hand, if investment is not continued 
at the former level, it will not be possible to maintain consumption, owing 
to unemployment in the investment goods industry. 

We see that the principle of acceleration of derived demand helps to 
explain the downswing of the business cycle. Another cause of the rise 
and fall of investment in capitalism is cyclical changes in the interest rate. 

Owing to credit creation, the rate of interest is low during the earlier 
part of the upswing, lower than it would be if the supply of loanable funds 
were limited to savings. The comparison of low rates of interest with high 
rates of profit leads to a rising investment activity, for the value of capital 
goods is high when high returns are capitalized by low interest rates. Sup- 
pose that a capital good costs $1,000,000 to produce and that its expected 
yearly net return is $50,000. If the rate of interest should fall from 5 to 4 
per cent, the value of the capital good would tend to rise from $1,000,000 
to $1,250,000 (because $50,000 would be a 4 per cent return on $1,250,- 
000 ). 

But let us assume now that, as the economy approaches full employment, 
further credit creation must be discontinued to avoid a dangerous price in- 
flation. Credit creation was permissible as long as a substantial growth of 
the social product prevented price inflation. Once full employment is 
reached, however, we can no longer count on further substantial growth. 
Credit creation must be stopped, the interest rate must increase. Production 
processes which were considered profitable at a lower rate may no longer 
be profitable. To use our example once more: at the same expected return 
of $50,000 a capital good could be considered to be worth only $833,333 
if the rate of interest had risen from 4 to 6 per cent. 

There is stiU another important factor in the explanation of the overde- 
velopment of the capital goods industry during the prosperity period. 
This is the time-consuming character of investment goods production. If it 
takes considerable time before the products or services to be produced with 
the new capital goods emerge, it also takes time before the increased supply 
of these products and services has its effect on prices. Profits therefore re- 
main high for a considerable period, and during this time too many new 
investment projects will be started. But when these are finished and begin 
to increase the supply of goods and services, the rate of profit may faU pre- 
cipitously. In our example the real return would then be substantially lower 
than the anticipated $50,000. 

These considerations reveal the probability that during a prosperity pe- 
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nod expansion projects will be undertaken in the investment goods mdus- 
tnes which cannot be finished under the same favorable price-cost relations 
that prevailed when the projects were started This difficulty could be over 
come only by a reduction of the rate of interest or by a further growth m 
consumption Obviously, these two conditions are mutually exclusive if vc 
are determined to avoid further credit creation Interest rates could be 
decreased only by a nse m savings Savmgs, however, can be increased only 
by a reduction of consumption, and a is on consumption that the demand 
for mvestment goods depends * 

Once the declme m mvestment goods production is accounted for, it u 
easy to show that unemployment and a dcclme- m consumers’ spending will 
cause the economy to contract still further The impact of a declining de- 
mand upon a supply that only recently has been greatly expanded leads to 
a rather general fall m prices Many mdivtduals and firms are now reluctant 
to purchase because they expect pnees to fall still further The most stra 
tegic price, however, does not fall readily When goods are bard to sell and 
when credits remaui frozen, in the form of unsold goods, the stnvmg for 
monetary hquidity becomes general and tends to kepp interest rates high 
Furthermore, the so-called real rate of mterest, that is, the rate which u 
corrected for changes m the general price level, nses as prices fall 

Part of the downward adjustment of commodity and factor prices is 
necessary We must not forget that relative pnee movements are essential 
for a regrouping of the factors of production, for a correction of the exist- 
ing state of ’‘overmvestment ” These pnee adjustments, however, are 
drowned in a defiattonary spiral Thus we can see that ‘ the forces of con- 
traction may drive the economy farther away from the equihbnum" and 
that "the equilibrating tendencies may not have tune to come into play, or, 
if they do come into play, may not be strong enough to restore equilibrium, 
since the disturbance of the latter will have been sUll further mcreased m 
the meantime ” * 


Keynes’ General Equilibrium Theory 

Our considerations concerning the discquihbrating forces of contraction are 
likely to weaken our confidence to the pneing system of the capitalist econ- 
omy Where, we have to ask, will this deflationary process end’ 

To this question modern theory ofifere a clear answer According to Lord 

® Of coune not all pnvale investment depends directly on consumplion. This is only 
true for what we can call “induced mvestment “Initial" or “autonomous" investment 
arises froih innovation and the hope that future consumpUon will finally jusUfy the 
outlay But even mitial investment sviD be determined by anticipated profits end rates 
of interest and will be subject to exa^rations owing to delayed pnee effects 
• Gottfned von Haberler, Prosperity and Depression (Geneva League of Nations, 
1939), p 355 
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Keynes/ a new equilibrium will be found and the downward process ar- 
rested when the national income has declined to the point where the net 
savings forthcoming at this level can be absorbed by net investments. Once 
all the income earned is again spent on either consumers’ goods or pro- 
ducers’ goods, there is no reason why the deflationary process should con- 
tinue. 

When profitable investment opportunities are lacking even at low rates 
of interest, the level of the national income will fall to the point where the 
public wishes to spend its whole income on consumers’ goods (that is, 
where savings are exactly offset by dissavings or consumers’ credit). When 
savings are zero, no investment is required to compensate for savings. The 
income level at which the whole income is spent on consumers’ goods may 
be called the “basic” level of the national income.® At this level a ^ven 
volume of consumption is self-perpetuating because there is no danger of 
further “leaks” in total spending. This point is a point of equilibrium, but 
a point which may be far below full employment. For purposes of theoreti- 
cal analysis this is the true rock bottom of the depression. 

The Keynesian theory explodes the argument that the price mechanism 
tends constantly toward a full employment equilibrium; it shows that the 
price system does not always work satisfactorily in real life. It also shows 
that the disequilibrating forces may finally come to rest at an equilibrium 
position which is not brought about by full employment of productive re- 
sources but rather by such poverty that no saving occurs. 

The classical theory assumed an accumulation of uninvested savings dur- 
ing depression, i.e., an increasing supply of loanable funds, which would put 
the rate of interest under pressure; and it expected that, at low interest 
rates, enough investment outlets could be found In Keynes' theory savings 
do not accumulate but are destroyed by a fall in the national income. 

In the Keynesian analysis the national income itself becomes an equi- 
librating factor. If investment falls short of what savings would be at a 
given income level, the national income will shrink. As the national income 
decreases, consumption as well as saving will decrease; and it is to be ex- 
pected that, as the nation becomes poorer, saving will fall proportionately 
more than consumption. Changes in national income thus tend to maintain 
equilibrium between investment and saving. The national income is lowered 
or raised until equality of investment and saving is established. Instead of 
one full employment equilibriumj this analysis suggests the possible exist- 
ence of any number of equilibrium positions. AH of them but one, how- 
ever, are underemployment equilibria. 

The contribution of this general equilibrium theory lies not only in the 
analysis of the self-deflationary process of contraction but also in the sug- 


Keynes, op. cit., Chap. 18. 

® See Alvin H. Hansen, Fiscal Policy and Business Cycles (New 
and Company, Inc,, 1941), pp. 184-185. 


York; W. W. Norton 
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gestion that the capitahst economy may, at times, lack rehable automatic 
powers to extricate itself from stagnation The economy not only may hit 
the rock bottom of the depression bat may stay there for an mdehnite 
period if no new investment opportumtms are found and if, furthermore, 
we are not wilhng to substitute government action for the automatic forces 
which are lackmg 

Keynes’ theory seems to emphasize depression and stagnation rather than 
reviv^ and upswmg Actually Keynes did not consider stagnation any more 
normal than is a high level of employment The pessimism of modem 
economics grew out of the stagnation of the thirties Dunng these difficult 
years of seemingly permanent mass unemployment it was argued that the 
mature capitalist economy simply lacked sufficient mvestment opportu- 
mties as a result of ‘ the combmed effect of the dechne m population 
growth, together with the failure of any really important innovations of a 
magnitude sufficient to absorb large capital outlays ” * After less than 
twen^ years this attitude seems overly pessimistic 

It IS probable that the pessimism of modem economists rests also on a 
misconception of the so-called consumption function True, it can be as- 
sumed that the nch save proportionately more than the poor, but we need 
not come to the conclusion that the saved portion of the national income 
will increase in percentage terms with an absolute increase of the national 
income over the years On the contrary, a relatively strong increase m 
consumption may occur if the increase in income is, in part, inQationary 
rather than real, if mcome distribution is gradually altered m favor of the 
lower-mcome brackets, or if the appearance of new consumers’ goods and 
the tendency to “keep up with the Joneses” reduce thrift in favor of 
consumption 

The danger that our mvestment outlets will fall short of the amount 
needed to absorb all the savings which would be forthcoming at a high 
income level was decidedly exaggerated dunng the great depression Never- 
theless, because mvestment depends on profit expectations, it is to be ex- 
pected that investment will sometimes be msufficient to sustain a high in- 
come level The economy may then lack the power to extricate itself from 
a stagnation mto which it need not have fallen m the first place if the de- 
flationary spiral oo\fldbavo been baited 

Once we admit that the national income may shrink, that expenditures 
for consumers’ goods may decline, and that savings, instead of pressing 
upon the credit market, may disappear through hoarding and debt can- 
cellation, we have to adimt, too, that anticipated rates of profit may be 
very low When overmvestment leaves an aftermath of unused capital goods 
and discourages temporarily even normal replacement demand, and when 
the anticipated profits of yesterday turn out to be the losses of today — then 


^Ibid 
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it is not at all surprising that investment opportunities disappear even in 
the atomic age. 

Depression may therefore develop into stagnation, and nobody can pre- 
dict when such stagnation will be overcome. Stagnation can be overcome 
only when the inducement to invest is strong enough to necessitate credit 
expansion. Investment will then be greater than saving, and the national in- 
come will increase, just as it had to shrink as long as investment tended to 
fall short of intended savings. 

The strength of the impulses needed to overcome stagnation depends on 
the severity of the antecedent downward process, the depth it reaches, and 
the duration of the stagnation at this level. 

Only a very few economists can be found any more who would suggest 
that we wait until the necessary stimuli appear of their own accord. The 
consensus seems to be that stimuli can be artificially provided. Only re- 
garding the nature of the stimuli, and the timing of their application, does 
substantial disagreement exist. 


Planned Economies and Unemployment 

We have now acquainted ourselves with unemployment as it may exist in 
a capitalist economy. No doubt, to a large extent the unplanned character of 
capitalism is responsible for unemployment. The system is characterized by 
independent decisions of individuals and firms concerning consumption, 
saving, and investment. The price mechanism is supposed to integrate these 
decisions. But the necessary adjustments are sometimes dangerously de- 
layed, and the equilibrium they produce is then an underemployment equi- 
librium. A system which rests on the independent decisions of millions 
(who do not know of each other’s actions) must suffer from miscalcula- 
tions. Furthermore, many decisions concerning investments must be made 
for a rather distant future about which present prices can tell little. Be- 
cause the processes of production are time-consuming, it is probable that 
parallel, independent actions of private firms will destroy the very demand- 
supply situation on which they were based. 

The difference between a planned and an unplanned economy is illus- 
trated by the process of self-deflation which is characteristic for the capi- 
talist economy but which would be unnecessary in a planned economy. 
Had a centrally planned economy made the mistake of overexpanding its 
investment goods industry, it would be faced with adjustment problems 
similar to those of the capitalist economy. Having reached the full employ- 
ment level, it could expand capital goods production only at the expense 
of consumers’ goods production and vice versa. But in making the necessary 
adjustments, the plarmed economy would prevent the starting of a defla- 
tionary spiral. 
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Let us assume, for example, that the aulhonUes of a planned economy 
had embarked upon n fi%e year investment program which was somewhat 
too ambitious In order to carry it through they had reduced consumption 
to a minimum Now that the five years are over, the authorities realize that 
they ha%e underestimated the magnitude of the capital construction re- 
quired before the planned increase in goods and services can be realized 
Not only arc the production targets of the plan not achieved, hut many 
new production facilities are left unfinished and therefore incapable of any 
production at all The planning board has now a choice between two pol- 
icies It can admit its miscalculation and leave part of the investment gi^s 
idle or unfinished thereby causing temporary unemployment in the capital 
goods industry Labor will be transferred to consumers’ goods industries 
The alternative is to cut down consumption for another few years m order 
to employ labor and productive resources in the completion of the unfin 
ished investment program There is no reason to assume that the planned 
economy would suffer from a process of cumulative self deflation Because 
total spending could easily be maintained and since investment and em- 
ployment would not depend on anticipated profits, the planned economy 
could likely maintain a higher level of income and employment than could 
the capitalist economy 

No premature conclusions about the superiority of the planned economy 
should be drawn at this stage We have to remember that the capitalist 
economy under consideration was characterized by economic freedoms 
with which wc do not wish to part The totalitarian solution of the employ- 
ment problem rests on the partnl abolition of these freedoms and is tiius 
unacceptable to most citizens of the Western democracies if it can be 
shown that the market economy, when properly regulated, can success- 
fully deal with the employ meni problem 

In the following chapter wc shall see how capitalism can succeed in 
maintaining a high level of economic activity without having to change the 
basic features of the market economy 



CHAPTER 9 


CAPITALISM AND 
FULL EMPLOYMENT 


Introduction 

In an attempt to discuss capitalism and full employment we meet, first of 
all, with the difficulty that it is impossible to give a reasonably precise defi- 
nition of full employment. It has been suggested by Abba P. Lerner that 
we have reached full employment when inflation begins,^ But price inflation 
begins very gradually and may even continue when employment falls. Sim- 
ilarly vague is William H. Beveridge’s definition that full employment 
means “having always more vacant jobs than unemployed men. •“ This 
definition reminds us that labor enjoys a sellers’ market under full employ- 
ment, a situation which tends to be inflationary. Bertil Ohlin® has pointe 
out that such a situation is not necessarily a blessing. It leads to bottle 
necks and an excessive labor turnover, and its inflationary impact can be 
such that the government may be tempted to turn to price controls 
tioning. In the field of international trade such a state of affairs would be 
accompanied by balance of payments difficulties, with the probable resu t 
of foreign exchange controls. 

These considerations suggest that it may be better to be less ^ i ous, 
to aim for something less than “full” employment. Or, to put it eren y, 
a high employment level, though one of the most important aims of eco- 
nomic policy, is not the only goal. We should not try to reac it at a cos . 
A reasonable degree of monetary stability and the maintenance o eco 

1 Abba P. Lerner, Economics of Employment (New York: McGraw-Hill Book Com- 

2 Wil’llam R^BLeridge, Full Employment in a Free Society (New York. W. W. 

Norton&Company, Inc., 1945),p. 18. „ , . /•v?...,, Vnri-. Columbia 

3 Bertil Oh\ia,The Problem pf Employment Stabilization (New Yor . 

University Press, 1949), Chap. 1. 
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nomic freedom may be at vanaoce with the desire to reach or to 
full employment 

That economic freedom may confiict with a full employment policy is 
already implied m the relative ease with which a totalitarian regime may 
handle the employment problem E^en a nontotalitanan system may be 
forced mto direct controls (and a correspondmg loss of freedom) if it over- 
emphasizes the employment aspects of its pohcies Clearly, then, we have 
to find a compromise between our employment policies on one side and 
monetary stabihty and economic freedom on the o^er 

When employment pohcies are bemg formulated m a private enterpnse 
system m peace, we assume that we do not want to make major concessions 
concemmg our economic freedoms In the following discussion we take for 
granted, therefore, that free collective bargainmg is mamtamed, that the 
pnee system remains free of controls (with the exception of monetary and 
fiscal controls), and that currenty convertibihty is mamtamed Further- 
more, smee most of the direct controls which we want to avoid are the 
outgrowth of monetary mstabih^, we have to adueve a high level of eco- 
nomic activity with a mtnimum of pnee infiation 


The Employment Budget 

We have seen that unemployment occurs m capitalism when, in a defla- 
tionary spiral, both mvestment and consumption expenditures are declui 
mg It must be our arm to stop this fall m aggregate demand How can this 
be accomplished? 

Since the unregulated private enterpnse economy does not provide au- 
tomatic safeguards m this respect, the mamtenance of a sufficient amount 
of total spending must be made the duty of the govenunent This policy con- 
cerning aggregate spending should be designed to protect the economy 
against the evils of inflation as well as those of deflation To avoid inflation, 
modem governments have always fried (though not always successfully, by 
any means) to keep the money supply sufficiently limited Monetary policy 
has also been intended to guard the economy agamst harmful price defla- 
tions More recently we have learned, however, that monetary policy does 
not work equally well m both directions Inflation can always be avoided 
if we are prepared to face other possible economic consequences of such a 
policy — ^unemployment and pnee deflation rather than price stability Mon 
etary policy alone may, then, not be able to reverse a deflationary trend 
and to create employment The monetary authonty can make more money 
available, but it cannot make people borrow If private enterprise docs not 
anticipate profits, firms will not be wilhng to borrow even at the lowest 
practicable mterest rates Monetary policy has then reached the end of its 
rope, and it will be necessary to turn to fiscal pohey 
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In its attempt to maintain an adequate amount of aggregate spending, 
modem government uses a new type of budget, “which wiU be concerned 
with income and expenditure of the community as a whole, not only with 
public finance, ... will take the manpower of the country as a datum 
and plan outlay to that datum rather than by consideration of financial re- 
sources.” ■* Of course we do not mean to say that the government must em- 
bark on deficit spending. As a matter of fact, the idea of a full-employment 
budget may be subscribed to by persons of rather widely diverging view- 
points. Such a budget would not be more than a survey which would esti- 
mate forthcoming expenditures, in both the private and the public sector of 
the economy, and it could be used as a gauge for anti-inflationary as well 
as for antideflationary measures. 

DiflTerences of opinion exist, of course, regarding the policy conclusions 
which should be drawn from the results of such a survey. Policies could 
be proposed which arc incompatible with the institutions of capitalism. But 
we shsfll see that a variety of powerful measures can be employed which do 
in no way interfere with the pricing process or the economic actions of the 
members of a market economy. On the contrary, the maintenance of ade- 
quate aggregate demand will create a healthy climate for the operations of 
die market economy. 

The acceptance of this new attitude toward government employment 
policies is astonishingly unanimous in the United States today. Only con- 
cerning the details of the policy and its aggressiveness and timing do the 
experts disagree. The nature of the policies chosen will depend in part on 
how high we set our sights — ^whether we consider, for instance, 5 per cent 
or only 3 per cent of unemployment bearable — and on how much impor- 
tance we attach to monetary stability and economic freedom. 

In analysing the elements which constitute the total flow of a nation’s ex- 
penditures, we can distinguish the following categories; 

(1) Private consumption expenditures (C) . 

(2) Private investment expenditures (7) . 

(3) Public expenditures financed by regular revenue (i?), i.e., without 
increasing the public debt. 

(4) Public expenditures financed by loans (L) which increase the pub- 
lic debt. 

^Beveridge, op. cit., p. 30. In the United States the Employment Act of 1946 declares 
“that it is the continuing policy and responsibility of the Federal Government to use 
all practicable means consistent with its needs and obligations and other essential con- 
siderations of national policy, with the assistance and cooperation of industty , agricul- 
ture, labor, and State and local governments, to roordinate and utilize all its plans, 
functions, and resources for the purpose of creating and maintaining, m a ma^er 
calculated to foster and promote free competitive enterprise and the general welfare, 
conditions under which there will be afforded useful einployment opportunities, in- 
cluding self-employment, for those able, wDling,_ and seekmg to work, and to promote 
maximum employment, production, and purchasing power.” 
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(5) The balance of international trade (B) which may be either positive 
(excess of exports over imports) or negative (excess of imports over ex- 
ports). 

It IS desirable that aggregate expenditure (C-)-/-(-7?-l-L)d:Bbe equal 
to F, which stands for the output capacity of the economy at or near full 
employment If F is larger than E, which stands for aggregate expenditure, 
the difference would be U, or unemployment If E is larger than F, the 
result will be price inflation 

Government policies can try to influence one or more of these factors 
As a matter of fact, the elements of aggregate expenditure are so closely 
interrelated that policies which influence one cannot help having some 
elTecl upon one or more of the others 

For example, if the government tries to finance increased expenditures 
by raising tax rates, it must be assumed that we pay for the increase in R 
by a decrease in C or / or both Increased government expenditures out of 
loans L, on the other hand, wiU increase C and I if the money borrowed 
was newly created money This money, when successfully injected into the 
income stream, leads to higher consumption and, via higher consumption, 
to increased investment As C and / increase, R will automatically increase 
unless the government decides to use its increased revenue to reduce its 
debt If the debt was held by the banks, the effect may be deflationary, if it 
was held outside banks, C and / may increase 

Suppose that government analysts have found that during the next year 
aggregate expenditure E will probably be short of F, the output capacity 
of the economy Suppose, furthermore, that the government is charged with 
the responsibility of proposing ways and means by which total outlay can 
be increased Three different roads are open 

( 1 ) Whatever the government does, it desires neither to change its ex- 
penditures and revenues nor to increase the public debt 

(2) The government is willing to increase its expenditures but imwilling 
to raise the public debt 

(3) The government permits the public debt to increase 

When public expenditures and the public debt remain unchanged, the 
pQSSibiktigs to mccease aggpegpte cxpendilme are limited to measures 
which might induce private economies to spend more on consumption and 
mvestment We have already seen that monetary policy can do relatively 
little if private investment refuses to be induced by low rates of interest, 
and a change in the tax structure (which leaves tax revenues unchanged) 
can, at the best, have only a modest influence on C plus I Fhere are many 
other poUctes which we could consider (agnculturd and commercial pol- 
icies, for instance) But, again, these policies can affect the magnitude of 
aggregate demand only if the government is willing to spend more than be- 
fore (for farm support or foreign loans and grants) . 
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When government expenditures are increased but the public debt is not 
permitted to rise, the effect on aggregate spending is not much better. This 
might seem to be a conservative road to high employment because it 
avoids "deficit spending.” Actually, however, it would turn out to be, in 
practice, less conservative than deficit spending. If R is to be increased 
without an increase in L, money has to be collected through additional 
taxation, and the increase in i? is therefore compensated by a decreased C 
and/. 

In a serious depression, elimination of the bulk of unemployment by 
this method would probably require exorbitant increases in expend- 
itures and of tax rates, implying a drastic redistribution of income, and 
the system would soon become incompatible with a free-enterprise 
economy. . . . This may sound paradoxical to many, for what most 
conservatives are afraid of is a deficit and a growing public debt. 
Their obsession with the public debt may thus lead them into a much 
more dangerous alley.® 

Let us now consider the only effective means by which government can 
increase aggregate expenditure; i.e., policies whose application has the 
common effect of raising the public debt at least temporarily. 

To understand the economic implications of a rising public debt we have 
to distinguish two kinds of government borrowing: 

(1) If the money is borrowed from savings, the effect is similar to the 
effect of increased taxation; i.e., total expenditure will increase only under 
special circumstances. The savings of the private sector of the economy, in- 
stead of being cut into by taxation, are borrowed by the government, with 
the result that there will be an increase in total expenditure only if the bor- 
rowed sums would have run to waste for lack of profitable investment op- 
portunities. The government, not limited to profitable investments, can 
spend this money and maintain a given income level. Whether the method 
of borrowing uninvested savings is superior to the method of taxing them 
away depends partly on psychological circumstances. The effect of govern- 
ment borrowing upon private investment may conceivably be less unfavor- 
able than the effect of taxation, unless the increase in the public debt is 
considered very dangerous by the business community. 

(2) The government can borrow newly created funds. If newly created 
money is spent by the government, private expenditures C and I need not 
decrease, and total spending is likely to grow with favorable effects on C, 
/, and R. Here, then, we find the most powerful instrument at the disposal 
of the government in the latter’s effort to raise aggregate spending. 

Cases (1) and (2) have entirely different monetary implications. If 

5 Gottfried Haberler in "Five Views on the Murray Full Employment Bill,” Review 
of Economic Statistics, XXYII (August, 1945), 108-109. 
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newly created money is spent by the government, the government’s policy 
rests on credit expansion If the government gets hold of pnvate savings, 
total expenditure mcrcases only if these savings would have remamed 
unspent, owmg to insufficient pnvate mvestment acbvilies Credit creation, 
far from bemg detrimental, is, on the contrary, decisive After all, we want 
to combat a dangerous deflauonaiy pnicess Credit creation is not neces- 
sarily harmful and will not lead to pnee mSation before a state of high em 
ployment is bemg approached We shall see, however, that credit creation 
is a weapon, the amount and the timing of its apphcation must be used with 
skdl 

These bnef remarks about the different fands of government borrowing 
show that It is hopelessly inadequate to cnticize government deficit spend- 
mg as such Borrowing savmgs from the people and borrowmg newly cre- 
ated ftmds from the banks are two entirely different pohcies, and even 
inflationary borrowing cannot be judged unless we consider carefully the 
circumstances under which such a ^ficit is meurred 


Government Deficit Spending 

The government may incur a deficit m two ways It can spend more than 
It earns from taxation, that is, it can raise expenditures without raising 
taxes But it can also spend more than it receives by mamtauung its expend- 
itures while simultaneously cutting taxes 

(1) By reduemg taxes while maintaining pubhc expenditures at a given 
level, the government may stimulate either pnvate consumption or pnvate 
mvestment This tax-renussion program designed to increase total expend- 
iture will be favored by those who want to keep direct government spend- 
mg as small as possible and to achieve the desired effects, m the mam, 
through the pnvate sector of the economy Such a pohey seems to be better 
adapted to the basic structure of the capitalist economy than is increased 
government spending The difficulty is that, given a certam amount of gov- 
ernment deficit created through tax remission, the effect on total expenditure 
IS much less certam than it would be if an equal amount bad been spent by 
the government C and I may not increase by the full amount of the tax re- 
duction To achieve an mcreasc of this amount m total aggregate expend- 
iture, a larger budget deficit will probably be needed in the case of tax re- 
mission than m the case of government spending Once more, therefore, 
the semmgly more conservative approach may lead to the bigger defiat 

(2) Direct government deficit spending is the most powerful and rehabic 
way to increase or to mamtain employment through an adequate total out- 
lay In making sure that newly created money will actually be spent (and not 
only used to mcreasc hquid balance), defiat spendmg “is the logical se- 
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quel of central bank policy.” o If the monetary authority is willing but not 
able to maintain enough money in active circulation, deficit spending can 
be used as a device to increase expenditure, because government investment 
is independent of profit anticipations. Deficit spending, of course, is not 
independent of monetary policy. But in this relation between monetary 
and fiscal policy the monetary authority is only permitting the expansion, 
whereas deficit spending supplies the driving force. 

Before we discuss different kinds of deficit spending we must under- 
stand clearly that the government does not as a rule carry out the produc- 
tion activities which are implied in these spending programs. The govern- 
ment employs the help of private firms, stimulates the demand for the 
products of private firms, and avoids the mistake of competing with pri- 
vate firms — ^unless such competition is meant as antimonopolistic policy. 
Increasing government spending, therefore, is less likely to bring about 
fundamental changes in our economic system than is often taken for 
granted. 

Deficit spending can be carried through in different ways and with differ- 
ent intentions. We shall distinguish (1) pump p rimin g, (2) countercyclical 
spending, and (3) permanent deficit spending. 

The implication of pump priming is that government deficit spending 
is a limited and temporary injection of money and that the mechanism (the 
pump, the market economy), once successfully primed, wiU be able to 
continue to operate without further help. Pump priming is a stimulus which 
pulls the economy out of a depression, the igniting spark which starts a 
stalled economic machine. It rests on the belief that the private sector of the 
economy has not lost all its vitality, though it may need help in overcoming 
the effects of a preceding process of self-deflation. Pump priming does not 
aim at more than the initiation of a period of revival. 

A policy of pump priming is difficult to administer. Our discussion of the 
principle of acceleration of derived demand shows how difficult it will be to 
taper off government spending in such a way that total investment, employ- 
ment, and national income continue nevertheless to increase. Pump prim- 
ing can succeed only when, with increased optimism, private investments 
are undertaken which do not depend exclusively, as do induced invest- 
ments, on the government’s initial investment. 

A policy of countercyclical spending is more ambitious. In its mUder 
forms it proposes stable tax rates, which lead to fluctuating tax revenues 
during the business cycle, combined with a shifting of government expend- 
itures (as far as they can be shifted at all) into periods of recession or 
depression. A more forceful application of the same principle would lower 
tax rates during the downswing and simultaneously step up government ex- 


® John H. Williams, “Deficit Spending,” American Economic Review, XXX (February, 
1941 ), 55 . 
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penditures through public works In both cases the budget would be over 
balanced during prosperity 

The logic of these proposals is obvious The peaks of the cycle would be 
chopped off and the troughs filled in While economic fluctuations would 
not disappear, they would be dampened Theoretically, at least, it would 
even be possible to carry through this countercyclical taxing and spending 
pohcy without a permanent mcrcase lo the public debt, because the budget 
could be balanced if we average one period with another and are not pre 
occupied with a yearly balancing of the budget It is doubtful, though that 
our democratic processes will enable us to muster the fortitude to apply the 
pnnciple of compensatory spending with equal zeal to prosperity as well 
as depression During prosperity we should have to refrain from spending 
when government revenues increase, m order to be able to pay off ^e debt 
which was incurred during the depression 

While countercychcal spending is sound economics it is not necessarily 
appealing to the layman The layman often fads to see that it is sound to 
spend in bad times and to be thrifty in good times He want* the govern 
ment’s budget to balance every year, the government is to spend in good 
times but to cut expenditures to the bone when times are bad This was, in 
deed, the basic mistake of traditional budget policy The goverrment raised 
taxes and cut expenditures during the downswing, thus accentuating eco 
nomic fluctuations which originated m the private sector of the economy 
During periods of prosperity, on the other hand, government investment 
was superimposed on private investment as increased tax revenues seemed 
to mvite such additional spending An antiC)clic'i] fiscal pohcy means that 
we give up these understandable misconceptions and that we consider deficit 
budgeting during depressions a virtue rather than a sm 

A countercyclical policy is easy to apply if we confine ourselves to the 
so-called built m stabilizer This automatically uses the taxmg and spend 
mg processes of the government as a counterweight to fluctuations in the 
private sector of the economy The Committee for Economic Development 
states the principles of such a pohcy as follows 

Set tax rates to balance the budget and provide a surplus for debt re 
tirement at an agreed high level of employment and national income 
Having set these rates, leave them alone unless there is some major 
change m national policy or condition of national life * 

The advantages of this policy arc obvious When national income falls 
government revenues declme m relation to government expenditures, nnd 

I Gunnar Myrdal Fiscal Policy in the Business Cycle ’ American Economic Ra le >' 
XXIX (March 1939), 184 ^ ^ . 

* CommiUec for Economic Development, The Stahilitmg Budget Policy (New Yoric 
CED 1930), p S 
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vice versa. It is important, of course, that we do not destroy this beneficial 
effect by raising tax rates and cutting expenditure in depression, and by 
cutting rates and going on a spending spree during prosperity. The built-in 
stabilizer rests on the assumption that certain government expenditures will 
increase automatically as private economic activity declines. Unemploy- 
ment compensation, farm income supports, and similar relief payments will 
add to the discrepancy between government receipts and disbursements. 
Far from being dangerous, this deficit is the crucial feature of the stabilizer. 

The more ambitious compensatory policies want to operate with tax cuts 
and public works programs. They lose, therefore, the advantage of auto- 
maticity and require a careful diagnosis of the cyclical position in which 
we find ourselves at a given point of time. “To make such a diagnosis pre- 
sents a problem soluble for the past, with hindsight, but hardly for the 
present, without the gift of foresight.” ® Obviously, it is very difficult to de- 
termine just when the government should stop deficit spending and when 
it should try to overbalance the budget. The record of forecasting is poor.^® 
We lack simple criteria. The danger is great that wc shall be tempted to use 
deficit spending whenever a substantial amount of unemployment is present. 
But if unemployment alone is made the criterion of government spending, 
government spending might be continued through most of the upswing. 
Too little leeway would then be left for private investment. Another dan- 
ger could be that we become too eager to fight pockets of unemployment, 
which are caused by a normal shift in demand, with the heavy guns of in- 
creasing total expenditure. 

To the difficulties of forecasting we must add the delay which is generally 
encountered before countercyclical measures take effect. For “the appro- 
priateness of the action will depend upon bow well it fits the situation when 
it takes effect, not how well it fits the situation when the decision is made. 


® Fritz Machlup, in Financing American Prosperity, ed. Paul T. Homan and Fritz 
Machlup (New York; Twentieth Century Fund, Inc., 1945), p. 455. 

“The poor record of forecasters in the past warns us to the dangers of this course. 
Thus in the fall of 1945 virtually all of the economic forecasters predicted that there 
would be a tremendous postwar <^lump which would create from 8 to 12 million un- 
employed by the spring of 1946. This did not occur; and, instead, we had rising pro- 
duction and even more rapidly rising prices with substantially full employment. For us 
to have embarked on a tremendous program of public works at this time, as the fore- 
casters had urged, would not only have been unnecessary but it would have intensified 
and heightened the inllarion. In fact, the accumulation of a surplus and the retiring of 
a portion of the publi.' deb! beginning in the latter part of 1946 helped to datnpen 
down inflation and prci'cnted ma'.icis trom becoming still worse. Again in the winter 
of 1949 the official eccnom... forecasters Mated that the real problem was inflation, 
to prevent which they wanted fiitther rcstiictive controls. Since it then developed 
that we were in a rccessii'n svhich continued for some time, .the putting into effect of 
these rccommendaiioi^s ronUI only have deepened the recession. — Monetary, Credit, 
and Fiscal Policu": I Douglas Committee Report), 81st Cong., 2d Sess., Sen. Doc. 129, 
1950), pp 14-15. 
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But when the decision is made no one knows what the situation wiU be 
when the action takes effect ” ** 

But while these difBcultics are great, they are not insuperable We can 
increase the flexibility of fiscal policy to some extent As far as tax reduc- 
tion IS concerned, “it might be possible to short-cut this process by legisla- 
tion providing for a tax cut to go into effect automatically under ccrtam 
conditions, or by giving the President authority to reduce certain taxes 
under specified conditions ’* Public works can be authorized and blue 
printed in advance so that they can be started with a minimum of delay 
This planning is not easy Apart from political and techmcal difficulties m 
the budgeting process, we have to find projects which are useful, noncom- 
petitive with pnvate industry, and also of a kind that they can be discon- 
tinned without loss as soon as general economic conditions demand that 
government spcndmg be reduced But it should not be impossible to do 
some long-run planning in the public sector of the economy, with a view to 
doing as much as possible of the necessary or desirable construction work 
(public building, road construction, social housing, flood control, conserva- 
tion projects) m times of low pnvate investment 

We can see that the proper application of countercyclical policy requues 
considerable moral fortitude True, we have to rid ourselves of the conserva- 
tive mistake of trying to balance the budget every year But we must also 
be careful not to fall into the opposite mistake The Committee for Eco- 
nomic Development envisages “the really fnghtening possibility that 
we shall oscillate between adherence to the annual balance principle in 
prosperity and belief in compensatory spending m depression “ ** A tend- 
ency in this direction certainly exists, since it is the way of least resistance 
Deficit spending in this case, would only be interrupted but never reversed, 
and the public debt would continue to increase even in peacetime Apart 
from the possible dangers of a growing public debt, such a course could 
not claim the counterbalancing advantages of compensatory spendmg, 
would tend to exaggerate the boom, would lead to mflation, and would per- 
manently enlarge the pubhc sector of the economy 


Is Permanent Deficit Spendmg Compatible with Capitalism^ 

Permanent deficit spending would become necessary if pnvate mvestment 
would prove to be forever too weak to absorb the savings which a high in- 
come level would bring forth While such a case seems to be highly un- 

Committee for Economic Development Defense agamst Recession Policy for 
Greater Economic Stability (New York CED 1954) pp 31 32 

Ibid p 33 See ilso “The Problem of Economic Instability” a report prepared 
under ihe auspices of Ihc American Economsc Association American Econamte Re- 
vien-, XL (September, 1950) 524 , „ . 

» Committee for Economic Development, TAeJraWijins Badger Po/icy p 7 
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likely for the foreseeable future, it is interesting to speculate on the conse- 
quences of such a situation for the survival of capitalism. 

We may be tempted to conclude that a policy of permanent deficit spend- 
ing would lead us away from the private enterprise system, but it is diflacult 
to envisage the system that would emerge. The following points should be 
considered: 

( 1 ) Private investment would depend to an increasing extent on govern- 
ment expenditures. That it could stiU remain private investment was shown 
during World War II. 

(2) The character of private investment would change, however, if the 
inducement of private investment spending were to become the permanent 
responsibility of the govenunent. 

(3) Theoretically, permanent deficit spending could be carried out with- 
out price inflation if taxation, the borrowing of private savings by the gov- 
enunent, and the growth of output combine to keep inflationary forces in 
check. 

(4) The public debt would grow steadily. We shall see that this need 
not imply price inflation, but it would have psychological effects and effects 
on the distribution of wealth and income. 

(5) If a lack of private investment opportunities, together with a tend- 
ency toward private oversaving, is the cause of permanent deficit spend- 
ing, a case can be made for a radical change in the tax structure to increase 
consumption at the expense of saving. If private savings can be decreased 
to the level of initial (that is, not government-induced) private investment, 
no further government deficit spending would be needed. 

It must be stated again that it is unlikely that a well-regulated private 
enterprise economy will be in need of such a permanent application of 
deficit spending or find itself in a position where economic growth has to be 
checked by an attempt to increase consumption permanently at the expense 
of saving. If permanent deficit spending occurs, it will be the result of war 
(hot or cold) and of a wrong application of the principles of countercyclical 
spending. 

The dangers and difficulties which were discussed in connection with 
deficit spending cannot detract from the fact that an important and even 
revolutionary change has taken place in our attitude toward the worst 
danger that faces capitalism. We know now how the problem of unemploy- 
ment can be solved in capitalism. We have already been reasonably suc- 
cessful in the application of these new policies. That the results were not 
perfect goes without saying. We have had and will continue to have reces- 
sions; and we have paid for high employment the price of a creeping mfla- 
tion and of an increasing public debt. Has this price been too high? 
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The Problem of Inflation 

Since modem employment policies are creating inflationary dangers, it u 
necessary that we should end the chapter on capitalism and full employ- 
ment With a discussion of these dangers 

First we must distinguish diflerent inflation concepts 

(1) CREDIT INFLATION mcans creation of money through a 
process of credit expansion in the banking system The term is neutral 
Whether credit inflation is good or bad depends on the circumstances and 
particularly on the state of employment Credit inflation need not lead to 
price inflation if mcreasing employment and output offset the increase m 
aggregate demand 

(2) HIDDEN INFLATION IS a Credit inflation which is invisible 
because output has nsen sufficiently to let prices remain stable or even fall 

(3) PRICE INFLATION IS charactemcd by an increase in the 
general pnce level If increased demand is considered the mam cause of 
the nse in prices we can speak of a pull type inflation, if rising costs are 
the cause we can call it a push type inflation It is important that we keep 
in mind that changes m the geoerid pnce level are always connected with 
changes m the relative pnce pattern This fact is decisive in a market 
economy 

(4) CREEPING INFLATION IS a continuous or mtermittent pnce 
inflation of a relatively modest amount per annum The concept is rather 
vague Opinions differ regarding what degree of price inflation is modest 
or tolerable To clarify this matter, Alvin H Hansen suggests the concept 

(5) PURE INFLATION, VIZ ‘a Condition in which prices nse 
without any appreciable increase m output ’ Hansen contends that at 
no time in our history, nor mdeed m that of any other country, can it be 
shown that pnce increases have injured the economy and the general wel 
fare if m the penod m question the increase in aggregate output has ex 
cecded percentagewise the mcreasc in pnces “ 

(6) RUNAWAY INFLATION IS what we call a pnce inflation over 

which the monetary authonty has lost all control It occurs when the pub- 
lic expects pnces to rise so fast and so continuously that to save becomes 
foolish and people tend to spend their money with ever increasing rapidity 
The result is 

Alvm H Hansen. The American Economy (New York McGrtw Hill Book Com 
pany Inc 1957) p 43 
IS IbiJ 
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(7) HYPERINFLATION, an inflation of sometimes astronomical 
proportions, in which voluntary savings are zero, the velocity of circulation 
of money is extremely high, the government is forced into continuous 
money creation (since tax revenues lose most of their purchasing power 
during the process of tax collection), and output falls as a result of enor- 
mous distortions which develop in the production process. 

(8) REPRESSED INFLATION comes about when the govern- 
ment tries to cure the symptoms of price inflation through a freezing of 
prices and wages, an attempt which implies rationing and production con- 
trols as well. 

Credit inflation is necessary when we want to increase aggregate outlay; 
it supports the most successful attempts to raise the employment level and 
to check a process of self-deflation. Suppose that we are thereby successful 
in our attempt to create or maintain a desired employment level and that 
we can also maintain stable prices. This seemingly ideal state of affairs 
has been called hidden inflation to point out (1) that a credit inflation has 
taken place, (2) that the creation of new money has lowered the interest 
rate, and (3) that investment has been artificially stimulated. The tlieory 
of neutral money holds that in the case of increasing productive efficiency 
it would be better to let prices decline to the lower cost level and that the 
maintenance of a stable general price level leads to a disruptive effect 
in the structure of relative prices.^® The difference between lower costs and 
higher prices leads to artificial profits which, together with the lowering of 
the rate of interest, create the very condition under which overinvestment 
is likely to develop. 

We thus see that some economists do not even consider a stable price 
level good enough. However, we cannot be perfectionists at a time when 
simple price stability seems preferable to creeping inflation and yet politi- 
cally out of our reach. Can we live with creeping inflation if this should 
be the price for a sustained high level of employment? 

Nobody knows the answer, but if it can be given at all it must depend on 
such factors as the degree of price inflation, the experience of the people 
with inflation, the rise in output, and the distortions in the structure of pro- 
duction which may result from a cheap money policy. If even a case of 
hidden inflation is potentially dangerous, the case of creeping inflation is 
obviously even more critical. 

We cannot deny, of course, that more important than the rise in prices 
is the comparison of the percentage increase in prices with the percentage 
increase in output. Suppose that output increases more than prices. Is 
creeping inflation within this margin safe? Again, no definitive answer is 


ro Cf. F, A. Hayek, Prices and Production (New York: The MacmiUan Company, 
1932 ). 
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possible We must remember that we have to find a politically feasible com- 
promise between employment and monetary stability It can perhaps be 
argued that the possible destabiltziog effects of credit inflation will be less 
dangerous in a system in which the government has assumed responsibility 
for the maintenance of aggregate demand It may also be argued that the 
maintenance of a satisfactory state of employment is so important that we 
must sacrifice for it the considerations of social justice which come to mind 
when we discuss inflation problems Price inflation has n^tly been called 
the most unjust of all taxes But from a general social point of view we 
must admit that widespread unemployment would be even worse than 
creeping inflation 

It IS most essential that a creeping inflation be kept from developing 
into a runaway inflation. The psychological nature of the problem makes it 
impossible to know precisely when such an extreme state would occur 
However, we can feel reasonably well protected as long as the inducement 
to save IS not impaired 

It would be dangerous to argue that runaway inflauons are a thing of 
the past, that the government would instantly repress, such pnee develop- 
ments True enough, repressed inflation may take the place of price In- 
flation But repressed inflation may be ewn more objectionable than price 
inflation from the standpoint of those who want to maintain the market 
economy in good working order 

In Chapter 5 we have seen what pnee fixing implies Prices are kept be- 
low the level which would be detennincd by demand and supply, and since, 
at the ofilcial pnee, supply falls short of demand, demand must be re- 
stricted by some form of rationing Pnee control and rationing of selected 
commodities, however, have the effect of dirccung excess purchasing power 
into the markets of other goods whose pnccs arc still free to rue The pro- 
duction of these commodities becomes more profitable, and the whole pro- 
duction process is given a wrong twist until practically all goods are in- 
cluded in the control scheme 

When pnee control has reached its logical conclusion, when all pnees 
are frozen, the market ceases to function and central planning must take 
over The market economy has become a planned economy These de- 
velopments are practically unavoidable in tunes of total war where a single 
aim predominates and where freedoms which characterize the capitalist 
economy are voluntarily and temporarily suspended The problem takes 
on a different complexion when these same direct controls arc the peace- 
time result of ambitious full-employment policies of a welfare state Those 
who want to maintain a market economy will not be willing to pay this 
pnee in terms of economic freedoms for a policy which, after all, cures 
only the symptoms of the disease On<» we have fully understood the 
function of relative price movements, we know that a system which freezes 
all pnees cither wall not work or will work only when the direct controls 
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have become integrated in a central plan. If production is not centrally 
guided, repressed inflation will lead to distortions in the production process 
which can be even more dangerous than those which accompany an open 
price inflatioHj 

Since in repressed inflation the newly created money is not permitted to 
find a vent in price inflation, the pressure mounts. The “inflationary gap” 
between commodities which are for sale at low prices and in restricted 
quantities, and the money income which would like to buy more of these 
commodities, increases. An ever-growing amount of purchasing power re- 
mains idle. K this pressure is permitted to rise too high, and if the con- 
trolling powers of the government are not strong enough, the repressed in- 
flation will erupt in open inflation (via black markets) . 

After a period of repressed inflation it may become necessary to bum 
up the excess purchasing power which has been accumulating and to close 
the inflationary gap through price inflation. Another method, used by 
several countries after World War II, consists of removing the excess pur- 
chasing power by blocking existing money reserves and converting old 
money into new money at some chosen ratio. After such drastic methods 
have been employed, a totally new pattern of relative prices will have to 
emerge, under the influence of market forces, to replace the obsolete pattern 
of controlled prices. 

We must come to the conclusion that employment policies in capitalism 
must not be permitted to lead to a situation in which price-and-production 
controls become imperative. The history of the period after World War II 
has ^ven us interesting examples of the dangers of a fiscal policy which 
is forgetful of these limitations. However, the rediscovery of monetary 
policies in the early fifties has made it clear that fiscal policies can work 
successfully in a market economy. 


The Public Debt 

One more problem — ^the growth of the public debt — ^remains to be dis- 
cussed in connection with deficit spending. Is a growing national debt a 
danger for the capitalist economy? Does it lead to inflation or burden the 
economy so much that it will stifle the private enterprise system? 

The dangers of a growing public debt have generally been overstated. 
The major fear seems to be that the debt will, at some future date, have to 
be repaid and that this will put a heavy burden on our future. Taxes will 
weigh more and more on the private sector of the economy. Finally, when 
the limit of taxation is reached, the government will have to revert to in- 
flationary means in financing the debt service. 

There are several points which this pessumstic attitude fails to consider. 
(1) The amount of debt should always be considered in comparison 
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with the size of the national income If the policy of deficit spending lifts 
the national income to a higher level than would otherwise prevail, if it 
helps to employ factors of production which would otherwise remain idle, 
the debt is really no burden at all 

(2) An increasing debt is not in itself inflationary Whether it is or not 
depends, as we have seen, on the methods of financing and on the economic 
conditions prevailing at the time 

(3) Taxes which are used to pay interest on the debt go nght back to 
the taxpayers as a group The transfer of income from taxpayer to bond- 
holder may influence the economy favorably or unfavorably, dependmg on 
the circumstances, but a domestic debt does not burden the people as a 
whole 

(4) The public debt may be reduced (as in the case of counter^clical 
spending), but it does not have to be paid off As a matter of fact, its re- 
payment could prove to be most inconvenient for security holders and dan- 
gerous for the economy as a whole, since it could cause either inflation or 
deflation, depending on the prevailing circumstances 

From the end of the war until March, 1951, the pubhc debt exerted a 
strong inflationary pressure m the United States because of a dangerous 
case of price fixing It was argued that secunty prices had to be pegged 
and the pattern of interest rates thus maintained ( 1 ) to keep the cost of the 
debt service low, (2) to protect secunty holders against a fall in secunty 
prices, and ( 3 } to stimulate private investment The Federal Reserve Banks 
stood ready to absorb with newly created money the secunties that could 
not be sold at the pegged rates This meant that the monetary authon^ had 
abdicated the right to regulate the money supply accordmg to any other 
criteria The result was price inflation 

We meet here with a case of price fixing which is particularly dangerous 
because the credit market is the only market on which the supply can be 
artificially increased — with inflationary consequences 

Were the above mentioned aims worth the enormous pnee of a com- 
plete abandonment of monetary policy‘s Certainly not Price inflation meant 
that the government had to pay more for all its purchases, secunty holders, 
too, suffered from price inflation (which particularly hurts creditors), and 
the stimulation of pnvatc investment should certamly not have been en- 
trusted to rates of interest which had become frozen many years ago We 
need, not ‘ low,” but correctly chosen rates of interest 

The pegging of secunty prices from 1946 to 2951 is a classic example 
of a pnee fixing policy which is incompatible with a market economy in 
peacetime Moreover, this policy was not able even to achieve the nar- 
rower aims which it set out to accomplish 
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MARXIAN ECONOMICS: AN OUTLINE 


The Importance of Marxian Economics 

Marxism is not a theory o£ socialism, which we study to inform ourselves 
about the socialist economy. Marx says surprisingly little about the eco- 
nomic system which is to follow capitalism. His theory deals mamly with 
capitalism; more precisely, Marx wanted to study the speci c istonc 
chLcter of capitalism as a social system which follows feudahsm and 
precedes socialism. Marx was interested in the process of social change. 
He tried to show how capitalism, having fulfilled its historic mission to ac- 
cumulate capital and to develop new producUve techniques, turns into a 
fetter of producUon. Then follows a social revolution out of which social 

approach .o U.= prob.=n.s of cap'— d 

socialisin discouraged “auy inquiry into the actual organiza ‘on . 

tag of the socialist society of the future. If the change to ^ brought 
atiut by the taeiorable logic of history, if it was „ 

evolution, there was little need for knowing in detail ."‘f ^ 

society would be like." > Thus, if we find the econonuc ‘beoiy of “cita 
completely undeveloped even as late as 1917-1918, we must blame Maru 

more than anybody else for this serious state of affairs. mitlines for 

We shall study Marx’s economic theories, at least m 

“iS TSy far the most powerful of all critics of capitalism. It is 
adiisLle, therefore! that we follow our discussion of capitalism by 

cussion of Marx’s impassionate challenge. tv, onri Tmvp embraced 

(2) Millions have accepted Marxism as gospel truth and have emhra 
rF.A.H.y.k,Celto«..E~f 

Ltd., and Kegan, Paul, Trench, Trubner & Co., Ltd., 1935;. p. 

1 12 
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It as a religion “which promises paradise on this side of the grave.” * This 
fact alone makes it imperative that the student of economic systems know 
what Marx believed 

(3) Often we cannot interpret socialist wntings without a knowledge of 
Marxian theory Soviet Russian statements, for instance, are frequentlj 
clad m Marxian terminology and cannot be understood by those who arc 
Ignorant of Marx’s econorruc interpretation of history 

(4) Marx s critique of capitalism, though wrong and contradictory, Is 
an absorbingly interesting attempt to sec capitalism as a passing phase of 
economic development and not merely as a given state of affairs which is 
not likely to change 

(5) Marxs theory, when accepted, makes it impossible to believe m 
any long run improvement of the capitalist system Orthodox Marxists 
therefore must be basically hostile to capitalism Only revolution, not evolu* 
tion, can be successful This belief is mcompauble with peaceful reforms 
and perhaps also with a peaceful coexistence of capitalist and Marxist sjs* 
terns Their faith may, however, induce Marxists to wait for the end of 
capitalism rather than try to bring about its fall by force of arms 

(6) Marxism was an understandable reaction against the way in which 
orthodox classical economics bad drained off all specific social content 
from economic theory ’ Against a conceptual apparatus constructed “to 
transcend any particular set of social relations” * Marx's theory of class 
struggle seemed realistic, even though it is wrong in its assumptions and 
conclusions 

(7) Marx’s description of capitalism as a process of industrial change 
throws light on certain features of capitalism which tended to be neglected 
m the classical picture The concentration of economic power, the de* 
ficiency of total demand, unemployment, the periodic enses — all these phe- 
nomena were considered earher hy Marx than m orthodox classical hter- 
ature, and they were better integrated by Marx than in contemporary 
socialist writings 

(8) Joan Robinson pomts out that, while orthodox economists argued 
m terms of harmony of interests, Marx “conceives of economic life in 
terms of a conflict of interests between owners of property who do not 
work and workers who own no property ” “ Even if we grant that there was 
more logic m the old harmonislic viewpoint than in Marx’s theory of the 
class struggle, Marx may nevertheless be read with some advantage by 


* Joseph A Schumpeter, Capllatiim Socialism, end Democracy (New York Harper 
& Brothers, 1942), p 5 

* See Paul M Sweezy, The Theory of Capitalot Development (New York Oxford 
Umvenity Press 1942), p 5 Copyn^t 1942 by Oxford University Press 

*lbld 

* Joan Robinson An Essay on Marxtan Economics (London Macmillan Si Co Ltd., 
1947), p 1 
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those who were brought up on too heavy a diet of the classical idea of a 
general harmony of interests. 


The Economic Interpretation of History 

In his preface to The Critique of Political Economy Marx briefly describes 
the general conclusion at which he arrived and which “once reached, con- 
tinued to serve as the leading thread” in his future studies: 

In the social production which men carry on they enter into definite 
relations that are independent of their will; these relations of produc- 
tion correspond to a definite stage of development of their material 
powers of production. The sum total of these relations of production 
constitutes the economic structure of society — the real foundation on 
which rise legal and political superstructures and to which correspond 
definite forms of social consciousness. The mode of production in ma- 
terial life determines the general character of the social, political, and 
spiritual processes of life. It is not the consciousness of men that de- 
termines their existence, but, on the contrary, their social existence de- 
termines their consciousness. At a certain stage of their development, 
the material forces of production in society come in conflict with the 
existing relations of production, or — what is but a legal expression for 
the same thing — with the property relations within which they had 
been at work before. From forms of development of the forces of pro- 
duction these relations turn into their fetters. Then comes the period of 
social revolution. With the change of the economic foundation the 
entire immense superstructure is more or less rapidly transformed.® 

This economic interpretation of history must not be too narrowly in- 
terpreted.'^ It says neither that the technique of production determines 
everything else nor that men are exclusively motivated by economic con- 
siderations. We must emphasize the concept “mode of production” and un- 
derstand that Marx interpreted this term rather broadly. The technique 
of production is important for Marx, but so, too, are the exchange relations. 
The most characteristic feature of the mode of production in capitalism is 
seen to be the relation of wage labor to capital, a relation between two — the 
only two — social classes. This relation expresses itself in the form of ex- 
changes, and exchange therefore is as important as the technique of pro- 
duction. The sum of these relations of production and exchange constitutes 
the economic structure of society. This economic structure forms, in turn, 
the real foundation on which rise legal and political superstructures. 

•Karl Marx, A Contribution to the Critique of Political Economy (Chicago; Charles 
H. Kerr & Company, 1 9 1 1 ), Preface. 

^ Schumpeter, op. cit., pp. 10-13. 
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These superstructures are very significant for Marx They are not aa 
automatic and instantaneous expression of the underlying mode of pro- 
duction, they can, indeed, become fetters of production Social evolution 
IS seen by Marx to anse out of the conflict behveen the changing matenal 
forces of production and the existing and unyielding relations of produc- 
tion When existing property n^ts become fetters of production, they must 
be changed But they do not change automatically and passively with each 
change m the technique of production Although impeded by the existing 
legal and political superstructure, the change of the entire soaal system 
must inexorably come once the material forces of production have under- 
gone a basic change 


Bourgeoisie and Proletariat 

The following formulations are mostly verbatim quotations from the 
Communist Manifesto written by Karl Marx and Fncdnch Engels m 1848 * 
The most significant and charactenslic feature of capitalism is the rtla 
tion between wage labor and capital, between proletariat and bourgeoisie 
By bourgeoisie is meant the class of modem capitalists, the owners of 
the material means of production and employers of wage labor The pro- 
letarians, Che modem wage laborers, have no means of production of their 
own and are reduced to selling their labor power m order to live (321 ) 
Bourgeoisie and proletariat are the product of capitalism Feudalism had 
to decline when its relations of production no longer corresponded to the 
forces of production The feudal system of industry became inadequate for 
the growing wants of new colorad markets and the new developments in 
commerce navigation, and industry, division of labor between the different 
corporate guilds vanished m the face of division of labor in a single work 
shop— the manufacturing system (322) With ever growing markets, even 
manufacture no longer sufficed Steam and machinery revolutionized in- 
dustrial production The place of manufacture was taken by the giant, 
modem industry, the place of the industrial middle class, by industnal 
millionaires, who were leaders of whole industnal armies, the modem 
bourgeoisie (311) 

The bourgeoisie has performed marvels of productivity It has been first 
to show what man’s activity can bring about It has accomplished wonders 
far surpassing Egyptian pyramids, Roman aqueducts, and Gothic cathe- 
drals It has constantly revolutionized the instruments of production and 
thereby the relations of production 

But ra revolutionizing the relations of production the bourgeoisie started 
a development which will eventually put an end to bourgeois society When 


* Page numbers m parentheses in the text refer to Capital the Communist Mantftsio 
and Other Writings by Karlhiarx {Iwiryotii The Modem Library Inc 1932) 
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the feudal relations of property became no longer compatible with the al- 
ready developed productive forces, they became so many fetters; they had 
to burst asunder; they were burst asunder (326) , A similar development 
is going on before our eyes. Modem bourgeois society, that has conjured 
up such gigantic means of production, is like the sorcerer who is no longer 
able to control the powers of the nether world whom he has called up by 
his spells. The history of industry and commerce is but the history of the 
revolt of modem productive forces against modem conditions of produc- 
tion, against the property relations that are the condition for the existence 
of the bourgeoisie and of its mle. Bourgeois society is put on trial, each 
time more threateningly, through the periodical return of commercial crises 
(327). 

The weapons with which the bourgeoisie felled feudalism to the ground 
are now turned against the bourgeoisie itself. The bourgeoisie has caUed 
into existence the men who arc to wield those weapons — the modem work- 
ing class, the proletarians (328). This is a class of laborers who live only 
so long as they fin'd work and who find work only so long as their labor 
increases capital. Exposed to all the fluctuations of the market, their wages 
are restricted almost entirely to the means of subsistence that they require 
for the propagation of their race (328). 

Bourgeoisie and proletariat are eventually the only two classes left to face 
each other.® Society is more and more splitting up into two great hostile 
camps (322). The bourgeoisie has put an end to all feudal, patriarchal, 
idyllic relations and has left no other nexus between man and man than 
naked self-interest, than callous “cash payment” (323). 

With the development of industry not only does the proletariat increase 
in number (because the lower strata of the middle class all sink gradually 
into it); it becomes better organized, its strength grows, and it feels that 
strength more. The workers form trade-unions, and while these trade- 
unions are only now and then temporarily successful, the real fruit of the 
battle h'es not in immediate results but in the ever-expanding union of 
workers (330). The advance of industry, whose involuntary promoter is 
the bourgeoisie, ends the isolation of the laborers due to competition. It 
instead facilitates their combination due to association. The development 
of modem industry, therefore, cuts from under the feet of the bourgeoisie 
the very foundations on which this class produces and exploits. The bour- 
geoisie produces, above all, its own gravediggers. Its fall and the victory of 
the proletariat are equally inevitable (334). 

® “. . . it was a bold stroke of analytical strategy which linked the fate of the cla^ 
phenomenon with the fate of capitalism in such a way that socialism, which m 
reality has nothing to do with the presence or absence of social classes, became^^y 
definition, the only possible kind of classless society, excepUng primitive groups. This 
ingenious tautology could not equally well have been secured by any definitions of 
classes and of capitalism other than those chosen by Marx — ^the definition by private 
ownership of means of production.” — Schumpeter, op. cit., p. 19. 
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These quotations from the Conmtwust Marufesto provide us with the 
necessary framework for a study of Marx’s economic thcones Here we 
see set forth, long before the publication of Capital Marx’s general behefs 
and intentions We see what he wanted to prove He wanted to show not 
only that the whole capitalist process is one gigantic exploitation of one 
class by another, but also that the logic of this process of capitalist develop- 
ment must lead inexorably to a future classless society 


An Outline of Marxian Economics 

For the better understanding of Marxian economics it is important that 
we be at all times aware of the relation of each part of the analysis to the 
whole For this reason we shall first draw a rough sketch of the Marxian 
edifice without any attempt to cnticize Marx’s assumptions, definitions, and 
conclusions Although it will not be our intention to emphasize at this tune 
the inconsistencies within the Marxian scheme, they may be apparent to the 
reader even in this rough sketch A first survey of this sort serves merely as 
a map to aid us m seeing later on, what sigmficance these earlier steps of 
Marx’s analysis have for the conclusions which he draws Since our outline 
is immediately followed by a fuller and more critical treatment, axiomatic 
formulations seem permissible 

(1) THE LABOR THEORY OP VALUE Commodities arc 
products of human labor which are produced for the market When two 
different commodities are exchanged, one for the other, they have this in 
common they are both the product of the same amount of abstract human 
labor 

(2) SOCIALLY NECESSARY LABOR In determining the ex- 
change value of a commodiQr, only socially necessary labor counts Labor 
is socially necessary when it is of average skill and intensity, uses modem 
instruments of production, and produces a commodi^ which is lO demand 
Skilled labor is a multiple of average labor Not only “present” labor is 
socially necessary, but ^so “past” labor, that is, labor needed to produce 
the raw matenab and the machines used m the production of our com- 
modity 

(3) THE VALUE OF LABOR POWER The exchange valuc of 
labor power itself is determmed (bke the exchange value of commodities) 
by the labor time needed for production of the means of subsistence of the 
laborer 

(4) SURPLUS VALUE The laborer, who does not own the 
means of production, sells his labor power to the capitahst, who pays a 
wage equal to the value of labor power He pays, for instance, a wage 
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equal to 6 labor hours, if 6 labor hours are needed to produce the daily 
sustenance for the laborer. But the capitalist has bought the whole day’s 
labor power (say, 12 hours of labor power). Tne exchange value of the 
commodities produced by the laborer is, therefore, equal to 12 labor 
hours. We see tliat lltc laborer produces 6 hours’ worth of commodities 
over and above the commodities which arc needed to cover his means of 
subsistence. This is the surplus value, which the capitalist keeps for him- 
self. 

(5) CO.VSTA.VT CAPITAI. A.VD VAniAELE CAriTAL. The 
value of a commodity consists of three parts; constant capital, variable 
capital, and surplus value. Constant capital (c) is the value of whatever 
part of the macliinery is used up in the production process (depreciation) 
and of the raw materials. Tl)is part of a commodity's value is called con- 
stant capital because it remains constant and docs not produce surplus 
value for the capitalist. Variable capital (v) is the value of labor power 
used; it is called variable capital because it produces surplus value (s). 
The total value of a commodity equals c-|- v -fx. We see that total capital 
is divided into two parts, c and v, of which only v produces s. 

(6) THE RATE OF SURPLUS VALUE. The rate of surplus 

value, also called t/ie rate of exploitation, is the ratio of surplus value to 
variable capital A part of the whole labor day is needed to produce 

the means of subsistence for the laborer. If this part is assumed to be 6 
hours, although the laborer works a total of 12 hours, the rate of exploita- 
tion y/ V is 6/6, or 1 00 per cent. 

(7) THE ORGANIC COMPOSITION OF CAPITAL. The or- 
ganic composition of capital is the ratio of constant capital to variable cap- 
ital (c/v). It can also be expressed as eje -p i’, the ratio of constant capital 
to total capital. The organic composition of capital, owing to technological 
advance, undergoes a conUnuous change in favor of constant capital. 

(8) THE RATE OF PROFIT. The rate of profit is the ratio ol 
surplus value to total capital: x/c-fv. It is determined by the rate of ex- 
ploitation x/v and by the organic composition of capital c/v. 

(9) THE FALLING RATE OF PROFIT. Since the organic com- 
position of capital undergoes a continuous change in favor of constant cap- 
ital, the rate of profit must have the tendency to fall, because only the 
variable part of total capital produces surplus value, 

(10) THE EFFECT OF MACHINERY ON THE RATE OF 
SURPLUS VALUE. The increased use of machinery increases the rate 
of exploitation, because it now takes less time to produce a laborer’s means 
of subsistence; besides, these means can now be earned by several mem- 
bers of the laborer’s family, because the machine permits the use of la- 
borers of slight muscular strength. It also becomes possible to lengthen 
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the labor day and/or to increase the intensity of work When the rate of 
surplus value mcreases, the rate of proGt tends to rise 

(11) THE RESERVE ARMY OP LABOR The most important 
effect of machinery is to make a portion of the labor class superfluous, to 
create a reserve army of unemployed men and to exert a continuous down- 
ward pressure on wages The reserve army is also called the relative sur- 
plus population 

(12) THE EQUALIZATION OF THE RATE OF PROFIT. 
Smce the organic composition of capital differs from industry to industry, 
the rate of proGt (j/c-f v) must also differ But the rate of profit tends, 
nevertheless, to be equal throughout the economy Firms will leave low- 
profit industries (which have a “high” organic composition of capital) and 
enter high-profit industries (with a *‘Iow”organic composition of capital) 
Finally, all capitalists will receive an average rate of profit according to the 
size of their capital (c v) Tlie price of commodities now differs from the 
value of commodities, because the r m c v -f r has been replaced by an 
average s for all industries 

(13) EQUALIZATION OF THE RATE OF EXPLOITATION 
Competition among laborers, their movement from industry to industry, 
makes the rate of surplus value the same everywhere 

(14) THE ANTAGONISTIC CONDITIONS OF DISTRIBU- 
TION The antagonistic conditions of distribution reduce the consuming 
power of the masses to a minimum The productive power of the economy 
finds Itself at variance with this narrow basis of consumption 

(15) PERIODICAL CRISES The fall of the rate of profit and 
the growth of the reserve army are periodically interrupted A crisis elim- 
inates the smaller capitalists, concentrates capital in fewer hands and 
lowers the value of constant capital Furthermore, the reserve army grows 
during a crisis, and the increased rate of exploitation raises profits for the 
surviving capitalists Then follows a period of increased accumulation and 
increased demand for labor power But rising wages cut again into the sur- 
plus value This explains the phenomenon that crises are preceded by high 
rather than by low wages 

(16) immiserization" and breakdown Smce the 
commercial crises are supenmposed on a downward trend, they return 
each time more threateningly Real wages and the standard of living must 
fall (immiserization) as the capitalist class shrinks (concentration) and the 
proletanat grows The existing property relations (the antagonistic condi- 
tions of distribution) turn into such fetters of production that social revo- 
lution will finally usher in the classless society 


WThis IS Schumpeler’s suggestion for the proper translation of the Marxian concept 
Verelendung Ibid , p 34 
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MARXIAN ECONOMICS: 

THE THEORY OF SURPLUS VALUE 


Ricardo’s Labor Theory of Value 

Marx wanted to show that the capitalist process is a process of exploitation 
of one class by another and that the economic consequences of this ex- 
ploitation will eventually destroy capitalism. 

The economic theory which explains this process of exploitation is the 
theory of surplus value which, in turn, rests on the labor theory of value. 
Because of its fundamental importance we have to study Marx’s labor 
theory of value carefully. We shall see that it is untenable and that Marx 
himself had to discard it in the end. 

Marx’s attitude can be understood much better after a brief review of 
David Ricardo’s labor theory of value, which had a profound influence on 
Marx. In the preface to his Principles of Political Economy and Taxation^ 
Ricardo says that the principal problem in political economy is to deter- 
mine the proportions of the whole produce of the earth which will be 
allotted to the different classes in the form of rent, profit, and wages. This 
starting point leads him directly into the theory of exchange value. After 
having said that utility is not the measure of exchangeable value, althou^ 
it is absolutely essential to it, Ricardo makes a statement which was to in- 
fluence the development of economic theory for generations: “Possessing 
utility,” he writes, “commodities derive their exchangeable value from two 
sources: from their scarcity, and from the quantity of labor required to ob- 
tain them.” ^ 

This statement contains a basic mistake. Reference to scarcity would 
have been correct and enough; reference to the quantity of labor led 

1 The Works of David Ricardo, ed. J. R. McCulloch (London: McCulloch, 1846). 

2 Ibid., p. 9. 
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Ricardo (and Marx) mto a labor theory of value which was unnecessarj, 
awkward, and wrong Why did Ricardo belie%'e that he had to add this 
reference to the quantity of labor? 

Ricardo admitted that there are some commodities whose value is de- 
tenmned by scarcity alone (sudi as rare boolcs and corns, or wmes of pc 
culiar quality) because no labor can increase their quanuty, but he points 
out that these commodities form a very small part of the mass of commod 
ities daily exchanged m the market “Bj far the greatest part of those 
goods which are the objects of desire, are procured by labor, and they may 
be multiplied almost without any assignable limit, if we are disposed 
to bestow the labor necessary to obtam them ” • Ricardo obviously felt 
that the principle of scaraty did not apply to these products of labor and 
that another pnnciplc for the determination of their value had to be found 
This pnnciplc, he believed, was the quantity of labor required for the pro- 
duction of commodities whose production could be increased “almost with 
out any assignable limit ’* 

Ricardo was wrong We can, of course, produce more shoes or more 
shirts, but we cannot (at full employment) increase the producuon of all 
commodities “almost without limit * Expansion of one industry requires, 
as a rule, the contraction of another To solve the problem of exchange 
value, the principle of scarci^ should have been applied to the factors of 
production rather than to individua! products On this basis a general 
theory of prices could have been worked out We have already studied the 
modem version of this theory in Chapter 3 

Ricardo acknowledged the existence of three factors of production labor, 
land, and capital How could be then maintam that commodities are ex* 
changed according to used up labor alone? How, furthermore, did be ac- 
count for different kinds of labor which have different exchange values? 

(1) Ricardo excluded the influence of the factor land by assuming that 
the pnee of commodities is determined on marginal land which is free The 
owner of bettcr-than-margmal land receives a rent, to be sure, bat the pnee 
of the product produced on margmal land determines the rent, and not the 
other way round, i e , the rent docs not influence the price 

(2) As far as the factor capital is concerned, ^cardo simply assumes 
that capital and labor are always employed m the same proporuon We 
shall meet this same argument agam in the discussion of Marx’s concept 
of the organic composition of capital For Marx, too, it is essential to as- 
sume a imiform proportion of constant and vanable capital throughout the 
economy if the rate of profit is to be equal m different mdustnes and if 
the value theory of labor is to be mamtained 

(3) Concemmg the problem of different kmds of labor, Ricardo merely 
stales that “the estimation in which different quahues of labor are held, 


»/wa.,p 10 


m 


Marxian Economics: The Theory of Surplus Value 

comes soon to be adjusted in the market with sufficient precision for all 
practical purposes, and depends much on the comparative skill of the la- 
borer, and intensity of the labor performed.” < Since this estimation of the 
market obviously depends on the exchange value of the product which a 
given kind of labor is able to produce, Ricardo is guilty of circular reason- 
ing. He wants to explain the exchange value of commodities via the quan- 
tity of labor, but needs the value of the commodities to reduce different 
kinds of labor to normal labor. “He completely overlooks that in arguing 
in this way he appeals to another principle of valuation and really sur- 
renders the labor-quantity principle which thus falls from the start, within 
its own precincts, and before it has the chance to fail because of the 
presence of factors other than labor.” ® 

We shall see that Marx is caught in the same dilemma. 

Ricardo’s labor theory of value was a misconception. But it appealed to 
Marx because it emphasized tlie factor labor so much more than a gen- 
eral price theory would have done. As we change now to Marx’s labor 
theory of value, we must keep in mind that Marx goes much further than 
Ricardo. Where Ricardo suggested that goods exchange in proportion to 
the labor used in their production, Marx considers labor the substance of 
value. 


Marx’s Labor Theory of Value 

Marx begins his labor theory of value with an analysis of the commodity 
because “the wealth of those societies in which the capitalist mode of pro- 
duction prevails, presents itself as ‘an immense accumulation of commodi- 
ties’” (1,41).® He defines the commodity as an article which has utility, 
is the product of human labor, and is produced for the market. We note 
how narrow this definition is. Since the commodity must be the product of 
human labor, Marx excludes from commodities such gifts of nature as the 
soil, wood in trees, water power, coal beds, etc., just as Ricardo excluded 
all goods whose quantity could not be increased by labor.'^ These gifts of 
nature command exchange value; an explanation of exchange value which 
is not able to account for them is inadequate. 

Marx argues that because, as use values, commodities are of different 


^ Ibid., p. 15. 

5 Joseph A. Schumpeter, Capitalism, Socialism, and Democracy (New York: Harper 

6 Brothers, 1942), p. 24. 

0 Volume and page numbers in parentheses refer to Karl Marx, Capital, A Critique of 
Political Economy, Vol. I, The Process of Capitalist Production; Vol. II, The Process 
of Circulation of Capital; Vol. HI, The Process of Capitalist Production as a Whole 
(Chicago: Charles H. Kerr & Company, 1906, 1909, 1909). 

7 See Eugen von Bohm-Bawerk, Karl Marx and the Close of His System (New York: 
The Macmillan Company, 1898), p. 135. 
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qualities, the exchange value cannot contain “an atom of use-value” (1,44), 
then follows a completely uncalled for conclusion "If then we leave out 
of consideration the use-value of commodities, they have only one com- 
mon property left, that of being products of labor” (1,44) 

There are, of course, other qualities which commodities have m com 
mon for instance, that they are all scarce or that they are all products of 
scarce factors of production, though not necessanly of labor alone Em 
phasis on scarcity would have permitted the inclusion of the categones of 
commodities which Ricardo and Marx bad to eliminate, viz , those whose 
scarcity is obviously not determmed by the labor which went mto their 
production 

In first defining commodities as products of labor and then saying that 
commodities had only one common property left, that of bemg the products 
of labor, Marx, acts Uke a man “who urgently desiring to bnng a white ball 
out of an um takes care to secure this result by puttmg m white balls 
only ” ® 

Why did Marx ignore the obvious fact that commodities which were not 
the product of labor had exchange value, and that those which were made 
by labor exchanged at ratios permanently divergmg from the ratio of labor 
contained in them? Why did he not discard the whole labor theory of value 
with Its embarrassing coatradictionof obvious facts'^ 

Marx was a disciple of Ricardo, and it is not surpnsmg that be was not 
too skeptical of a view which was so well designed to support his own pre 
conceived economic theory Marx needed the labor theory of value as a 
basis for the theory of surplus value, he needed it to prove the existence 
of exploitation and ail the rest, he needed it to keep “msistently before 
the mmd of the reader a picture of the capitahst process as a system of 
piracy, preying upon the very life of the workers ” ® 

Marx did not realize that the labor theory of value is quite unnecessary 
to support a conviction that capitahsra is essentially a system of exploita- 
tion It IS “an unfounded dogma that, unless we go m for all this rigmarole 
about ‘value,’ we cannot say that capitalists get part of the social product 
without working ” ** 

That the problem of exchange value could be discussed quite rcalisti- 
caffy, without prejudice to the sociaf justice of the outcome, hiid s!ecs<ly 
been indicated by Adam Smith “In that original state of thmgs,” Smith 
wrote, “which precedes both the appropriation of land and the accumula- 


^Jbid p 134 ^ ^ 

® Joan Robinson An Essay on Marxian Economics (London Macmillan & Co Ltd , 
1947), p 22 

i®Abba P Lemer, “Marxism and Economics Sweezy and Robinson" Journal of 
Political Economy LIII (March 1945). 81 Modem economists know how to dis 
tmguish between ‘personal and “funcdonal" distribution of income and they also 
know that the connection which exists between the two in capitalism can be dissolved 
under different, that is noncapitahst airangements 
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tion of stock, the whole produce of labor belongs to the laborer.” Then he 
■ goes on to show how, as soon as land becomes private property, the land- 
lord’s rent “makes the first deduction from the produce of the labor which 
is employed upon land” and how the capitalist’s profit “makes a second 
deduction” from the produce of labor. Both the landlord and the capitalist 
are able to extract their share because they are in the bargaining position 
to do so. “A landlord, a farmer, a master manufacturer, or merchant, 
though they did not employ a single workman, could generally live a year 
or two upon the stocks which they have already acquired. Many workmen 
could not subsist a week, few could subsist a month, and scarce any a year 
without employment.” 

Adam Smith’s approach shows that Marx could have accepted the de- 
termination of commodity prices according to the relative scarcity of the 
different factors of production which went into the production of these 
commodities and stUl have protested against the income distribution which 
is characteristic of capitalism. 

Marx’s assertion that the exchange value of commodities is determined 
by the only property common to all, viz., abstract human labor, is entirely 
arbitral}'. Its fallacy is revealed by even the most superficial observation of 
how prices are actually determined on the real markets of the capitalist 
economy. Nowhere do commodities exchange according to the amount of 
abstract human labor contained in them. The e.xchange value of commodi- 
ties is determined by conditions of demand and supply and, in equilibrium, 
by production costs, provided that the commodities in question are the re- 
sult of production. Production costs do not consist of wages alone; they 
consist of anything which is needed, is scarce, and commands a price. 
Labor itself is a factor supplied in an infinite variety of qualities, reducible 
to “abstract human labor” only by market forces, as we shall presently see. 

Regarding the influence of demand upon the exchange value of commod- 
ities, Marx wavers somewhat bet\veen the statement that exchange value 
does “not contain an atom of use-value” (1,44) and the admission that “in 
order tliat a commodity may be sold at its market-value, that is to say, in 
proportion to the necessarv' social labor contained in it, the total quantity 
of social labor devoted to the total mass of this kind of commodities must 
correspond to the quantity of the social demand for them, meaning the 
solvent social demand” (III, 226-227). 

We see that Marx, like Ricardo, returns to market conditions of supply 
and demand whenever his labor theory of value offers no solution. 

rr Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations, ed. 
E. Cannan (London: Methuen & Co. Ltd., 1925), I, 66-68. 
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Socially Necessary Labor Time 

In elaborating his basic postulate, that the exchange value of a commodity 
depends on the human labor embodied m it, Marx points out that only so- 
cially necessary labor may be counted To find the socially necessary labor 
time for an article, the following points have to be considered 

( 1 ) The socially necessary labor time is the time spent by labor pos 
sessing average slall and working with average intensity Skilled labor has 
to be reduced to average labor 

(2) Normal conditions of production must be given Labor must be 
supported by modern machinery Today, for instance, it would be labor 
done with the bulldo 2 cr and not with the hand shovel 

(3) The product must be in demand Labor could not be counted as 
socnllj necessary if too much of its product has been produced m relation 
to solvent social demand 

(4) The labor time to be counted includes “past' as well as “present" 
labor Past labor is the labor which went into the raw matcnals and into 
what Marx calls Uie ‘ wasted ’ or ‘ used up ’ portion of the machinery 

We shall now discuss these four characteristics of socially necessary 
labor 

In the reduction of skilled labor to normal labor Mart meets the same 
difficulties which Ricardo had to face, and like Ricardo, he suggests that 
these difficulties are solved by the market We are told 

skilled labor counts only as simple labor mtensified, or rather, as mul- 
tiplied simple labor, a given quantity of skilled labor being considered 
equal to a greater quantity of simple labor Experience shows that this 
reduction is constantly being made The different proportions, 
m which different sorts of labor are reduced to unskilled labor as their 
standard, are established by a social process that goes on behmd the 
backs of the producers, and, consequently, appear to be fixed by cus- 
tom (1,51 52) 

This IS the same circular rcasonmg of which Ricardo was guilty Marx 
sets out to show that the exchange value of commodities is determined by 
the amount of abstract human labor contained in them Then, m reducing 
different kinds of labor to abstract labor, Marx sunply refers to the social 
process which determines, via the exchange value of the commodities, the 
exchange value of different kmds of labor 
Marx illustrates the “normal conditions of production” by the following 
example If the capitalist should “have a hobby, and use a gold instead of 
a steel spmdle, yet the only labor that counts for anythmg m the value of 
the yam is that which would be required to produce a steel spindle, bo- 
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cause no more is necessary under the given social conditions” (1,210). 

It is very important to stress this point in the Marxian system: once a 
new machine is introduced, the working time which is considered socially 
necessary is the working time of a man equipped with the new machine. 
This fact explains why the capitalist will not necessarily invest in variable 
capital ratlier than in constant capital, in spite of Marx’s finding that only 
variable capital produces surplus value. 

In defining socially necessary labor Marx insists that there must be 
enough solvent social demand for the product. If more of a commodity has 
been produced than can be sold at a price which corresponds to the so- 
cially necessar)' labor time, production must be contracted; on the other 
hand, if the exchange value of the product exceeds the value of abstract 
human labor contained in it, production must be expanded. Speaking of 
the labor of a weaver, Marx points out that “if the community’s want of 
linen . . . should already be saturated by the products of rival weavers, 
our friend’s product is superfluous, redundant, and consequently useless. 
... If the market cannot stomach the whole quantity at the normal price 
of 2 shillings a yard, this proves that too great a portion of the total labor 
of the community has been expended in the form of weaving” (I, 120). 
In the light of these comments Marx can no longer maintain that the ex- 
change value does “not contain an atom of use-value” (I, 44). 

Here we find Marx again in the closest neighborhood of the theorj' of 
supply and demand. That Marx did not pursue this argument, or did so 
only apologetically in Volume III of Capital, is obviously due to the fact 
that the argument endangers the labor theory of value. The exchange value 
of labor must not be derived from the exchange value of its product if the 
labor theory of value and the theory of surplus value are to be maintained. 
As soon as the relative scarcity of the product and of the factors of pro- 
duction are admitted as determining factors, the whole labor theory of 
value becomes superfluous and is exposed as an excessively weak founda- 
tion of the theory of capitalist development. 

Materials and machines are the product of labor and “transfer value to 
the new product, so far only as during the labor-process they lose value in 
the shape of their old use-value” (1,229). “The whole of tiie labor in the 
yam is past labor; and it is a matter of no importance that the operations 
necessary for the production of its constituent elements were carried on at 
times which, referred to the present, are more remote than the final opera- 
tion of spinning” (1,209) . ' 

We note here that capital goods are considered merely so much past 
labor and that Marx denies that they can transfer more value to products 
than corresponds to their own production costs in terms of socially neces- 
sary labor time. This means that Marx denies that capital goods are value- 
producing, that they are characterized by a special scarcity which raises 
the price of their products over and above the cost of past and present la- 
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bor In other words, Marx denies the existence of that special problem 
which the theory of interest explains 


The Value of Labor Power 

Since the surplus value is the difference between the value of the product of 
labor (which belongs to the capitalist who bought the labor pov^er) and 
the value of labor power (the price paid by the capitahst for labor power), 
It IS necessary that we should inquire into the determinaUon of the value of 
labor power 

According to Marx, “the value of labor power is determined, as m the 
case of every other commodity, by the labor tune necessary for the produc- 
tion, and consequently also the reproduction, of this special article 
in other words, the v^ue of labor-power is the value of the means of sub- 
sistence necessary for the maintenance of the laborer" (1,189-190) Marx 
insists that labor power is a commodity like every other commodity We 
remember that he defined a commodi^ as an article which has utility, is the 
product of labor, and is produced for (he market In capitalism labor is not 
produced for the market, as it mi^t be m a society of slave owners, and it 
18 , therefore, quite unjustifed that Marx apphes the laws which determine 
the value of commodities to the “commodity,” labor power 

The necessary means of subsistence are to be understood as a cultural 
rather than a physical minimum, and they must include the means neces 
sary to bnng up the laborer’s replacements, his children, in order that this 
pe^iar commodity may perpetuate its appearance in the market (1,191) 
Likewise included m the value of labor power are the costs involved m 
learmng the skill and dexterity requisite for a given branch of labor 

But why IS labor condemned to subsist permanently on the minimum of 
existence? Why xs labor continuously exploited? 

The laborer, accordmg to Marx, is “free m the double sense, that as a 
free man he can dispose of his labor power as his owm commodity, and 
that on the other hand, he has no other commodity for sale, is short of 
everythmg necessary for the realization of his labor power" (I, 187-188) 

‘ Marx s idea is that there is no essenUal difference, though there are many 
secondary ones, between the wage contract and tbe purchase ot a ^lave — 
what the employer of ‘free’ labor buys is not indeed, as in the case of 
slavery, the laborers themselves but a definite quota of the sum total of their 
potential labor ’’ 

Marx obviously wants to show that the labor market is a buyer’s market 
where labor, lacking the essential matenal means of production, has to sell 
Itself at any price offered, as long as the pnee is just high enough to permit 
labor’s own reproduction 


Schumpeter, op cir.p 26 
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This pessimistic conclusion was well known in Marx’s time and there- 
fore easUy accepted by his readers. In his Essay on the Principle of Popula- 
tion, written in 1798, Robert Malthus had taught that population tends to 
increase, when unchecked, in a geometric progression, whereas the supply 
of food increases at best in arithmetic progression. When more capital and 
labor are applied to a given piece of land, the law of diminishing returns 
makes itself felt. Population, therefore, w’ill eternally press upon the means 
of subsistence, and wages can only temporarily exceed the miniTnnm needed 
for existence. If wages are higher than this, population will grow, real wages 
will fall, and famine and pestilence will reduce the population once more to 
the number which is able to subsist. 

Marx never accepted the Malthusian doctrine. Referring to Ferdinand 
Lassalle’s “iron law of wages,” he declared, 

If I take the law with Lassalle’s stamp and, therefore, in his mean- 
ing, then I have to take it also with his explanation. And what is this 
explanation? The Malthusian population theory. However, if this 
theory is correct, then again I cannot abolish the law even if I abolish 
wage-labor a hundred times, because then the lav/ rules not only the 
system of wage-labor but any social system.^® 

A natural law clearly was not acceptable to Marx. 

Marx relies instead on the capitalist relation and on the reserve army. 
The capitalist relation is the relation between the capitalist who owns the 
instruments of production and the wage laborer who owns nothing but his 
labor power. 

Capitalist production ... of itself reproduces the separation between 
labor-power and the means of labor. It thereby reproduces and per- 
petuates the condition for exploiting the laborer. It incessantly forces 
him to sell his labor-power in order to live, and enables the capitalist 
to purchase labor-power in order that he may enrich himself. It is no 
longer a mere accident that capitalist and laborer confront each other 
in the market as buyer and seller. It is the process itself that inces- 
santly hurls back the laborer onto the market as a vendor of his labor- 
power, and that incessantly converts his own product into a means by 
which another man can purchase him (1,632-633) . 

This argument is not convincing. Although it is true that the laborer has 
to sell his labor power, it is equally true that the capitalist has to buy labor 
power in order to make use of his machinery. That many laborers face few 
capitalists and that the laborer, as a rule, lacks private means, are important 
facts; but they are not sufficient to establish another ‘ iron law of wages. 

Karl Marx, Kritik des Gothaer Programms (Berlin: Dietz Verlag, 1955), p. 29. 
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As Eduard Heimann puts it, Marx’s theory would be faultless only if capital 
could, if need be, get along without the laborer “ 

Marx needs a stronger argument to prove that the comparative bargain 
mg power of labor is extremely weak He believes that he has found such 
an argument in the theory of the reserve army, the army of the unemployed, 
which creates a labor market m which more men are constantly loohng 
for jobs than jobs for men 

But even the theory of the reserve army is unable to prove that wages will 
not rise in the short or m the long run la fact, within the logic of Marx’s 
own theory the follow mg possibihiies exist (1) The reserve army may be 
depleted through capital accumulation In this case wages, relieved of com- 
petitive pressure, will nse above the subsistence minimum (2) The law 
of the equalization of the rate of profit induces industrialists to enter fields 
of industry which use relatively large amounts of variable capital This 
tendency increases the demand for labor, and, consequently, v/ages (3) If 
the rate of profit tends to fall while efficiency of production increases, wages 
must nse permanently because labor gets a larger share of an increasing 
pie 


Surplus Value 

The theory of surplus value rests on (1) the labor theory of value and (2) 
the assumption of capitalist production, a social ptouess in which the ma 
tenal means of production are owned by capitalists The capitalist pur- 
chases labor power for a wage equal to its value, that is, the value of the 
means of subsistence required for the reproduction of labor power If it 
requires half a day s labor to produce the goods and services needed to keep 
the laborer and his family alive during a twenty four hour penod, the capi 
talist must pay the laborer the product of half a day’s labor or its monetary 
equivalent Once the capitalist has bought a worker’s labor power, “the 
right to use that power for a day belongs to him’ (1,206) 

The fact that half a day’s labor is necessary to keep the laborer alive 
durmg 24 hours, does not m any way prevent him from working a 
whole day Therefore, the value of labor-power, and the value which 
that labor power creates in the labor process are twe entirely different 
magmtudes, and this difference of the two values was what the capitalist 
had in view, when he was purchasing the labor power (1,215-216) 

The commodities produced dunng twelve hours of normal labor are worth 
twelve hours However, to purchase the work of twelve hours (that is, one 

Eduard Heimann, Soziale Theont des Kapttalismus (Tiibin|eD J C. B Mohr, 
1929), p 15 
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whole labor day) costs the capitalist in our example a wage equal to the 
product of only sLx normal labor hours (half a day’s labor). The difference 
accruing to the capitalist is surplus value equal to'six normal labor hours. 

It should be noted that Marx does not blame the individual capitalist for 
the exploitation of labor. “What he v/anted to prove was that exploitation 
did not arise from individual situations occasionally and accidentally; but 
that it resulted from the very logic of the capitalist system, rmavoidably and 
quite independently of any individual intention.” 

The reader of Capital cannot escape the impression that Marx conceived 
the idea of surplus value before he v/orked out his theory. His labor theory 
of value implies the surplus value. “He knew the result he wished to obtain, 
and must obtain, and so he twisted and manipulated the patient ideas and 
logical premises with admirable skill and subtlety until they actually yielded 
the desired result in a seemingly respectable syllogistic form.” Those v/ho 
have studied Marx’s theory of value will find it hard to believe that the 
theory of surplus value was the result of unbaised research. Marx knew 
what he wanted to prove. He knew it as early as 1848 when he and Fried- 
rich Engels wrote the Communist Manifesto. He wanted to unmask ex- 
ploitation. 

Marx’s “terminology derives its force from the moral indignation with 
which it is saturated.” Of this terminology the term “surplus value” was 
the most powerful and impressive. It had to stand out clearly as the incar- 
nation of everything that was wrong in capitalism, as the source of all evil. 
Profit, interest, rent — all income that was not earned by labor — emerged 
into one huge gain from exploitation: surplus value. 


Schumpeter, op. at., p. 26. 

10 Bohm-Bawerk, op. cit., p. 152. 

11 Joan Robinson, op. cit., p. 22. 



CHAPTER 12 


MARXIAN ECONOMICS: 
THE THEORY OF PROFIT 


Variable Capital and Constant Capital 

The capitalist is driven by the pro6t motive In order to make profit he 
spends money (M) on labor, transforms labor into commodities (C), and 
sells these commodities for a larger amount of money (M') The difference 
between M' and M is the surplus value, the result of exploitation It is 
attnbutable to the variable capital alone, i e , to the wages paid for labor 
This fact accounts for the name ‘‘vanable” capital, because this part of 
capital IS continually being transfonned from a constant into a variable 
magmtude (1,233) ^ 

“Constant” capital, by contrast, “does not undergo any quantita 
tive alteration of value” (1,232) and derives its name from this fact 
Constant capital consists of matenals and machines Marx calls the ma 
chines “fixed capital” in contradistinction to “circulating capital’ in the 
form of raw and auxiliary matenals The value of these materials is fully 
imparted to the commodity Fixed capital is not so easily handled Marx 
does not include m the value of a product more than that part of the instru 
ment which was “wasted” dunng the process of production, i e , replace 
ment costs ‘ Suppose a machine to be worth £1,000, and to wear out m 
1000 days Then one thousandth part of the value of the machine is daily 
transferred to the day’s product ’ (1,227) 

Marx’s statements are correct but incomplete The final product must, 
of course, pay for past labor in addition to present labor, i e , it must pay 

I Volume and page numbers in parentheses refer to Karl Marx Capital A Critique of 
Political Economy Vol 1 The Process of Capitalist Production Vol 11 The Process 
of Circulation of Capital Vol HI The Process of Capitalist Production as a Whole 
(Chicago Charles H Kerr & Company, 1906 1909,1909) 
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for materials and the replacement cost of machinery used in its production. 
But this is not all that ought to be counted. The interest on the invested 
capital ought to enter into the cost calculations, since capital has a specific 
scarcity and commands a price; but interest is not included by Marx, at 
least not as a cost factor. 

When Marx tries to figure the value of past labor he is not interested 
in capital as a whole. Wear and tear amount to only a small fraction of the 
constant capital invested. It is, however, the total amount of constant capi- 
tal which, together with the variable capital, should be used to determine 
interest as a cost factor. Marx himself uses this concept of total capital in 
the determination of the rate of profit. 

Joan Robinson has pointed out that “both the organic composition of 
capital and the rate of profit are connected with the stock of capital em- 
ployed, not with the depreciation of capital.” ^ She differentiates stock of 
capital or total capital, depreciation (d), and raw materials (r), “Then 
r -}- V and d must each be multiplied by the appropriate period of turnover. 
Suppose, for instance, that working capital represents on average six-months 
outlay on wages and raw materials, and that the average life of plant is ten 
years. Then r -f v must be divided by 2. and d multiplied by 10, in order 
to reduce c -f v to the stock of capital.” ® Marx himself was quite aware 
of the importance of the rate of turnover, as is shown in Chapters 7 and 8 
of Volume n of Capital. Some confusion arises, however, because in deter- 
mining the value of the commodity he is interested in a magnitude different 
from the one which he has in mind when he discusses the rate of profit, but 
refers to both magnitudes as total capital. 

The value of the commodity is c -f- v -f- In this case c stands for de- 
preciation and materials. The value of the constant capital used up is im- 
parted to the value of the product. 

Paul M. Sweezy suggests that the formula c-\- v s could be extended 
to take in the entire economy. 

If we use capital letters to designate aggregate quantities, we can say 
that modem theorists, when they speak of gross national income, com- 
monly include R -}- 5 plus that part of C which represents depreciation 
of fixed capital, but exclude the rest of C. By net national income, they 


2 Joan Robinson, An Essay on Marxian Economics (London: Macmillian & Co. Ltd., 
1947), p. 7. . 

2 Ibid. If the fixed capital has an average life of ten years, only one tenth of it is 
“wasted" during the year. If we assume depreciation per year to be $10,000, the value 
of the stock of fixed capital is $100,000. Suppose that, in addition, payments for raw 
materials and labor (r v) amount to $50,000 per annum. Since one production 
period is six months, the capital can be used twice within one year, so that a capital 
stock of $25,000 suffices for these payments. In our example, total capital (c) is 
$125,000; depreciation (d). $10,000; and payments for raw materials and wages 
(r-l-v), $50,000. 
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mean simply V -{• S. which indudes all payments to individuals plus 

business savmgs * ^ 

We note that this aggregation is not an addition of all commodity values 
To avoid double counting, only products which enter the gross national m 
come are counted 

If F + 5 IS net national income, S/V determines labor’s thare in the 
national income, V being the wage payments during the year and S the 
source of all mcomes not denved from wage labor (profit, mterest, rent) 

The Rate of Exploitation (the Rate of Surplus Value) 

Marx explains the rate of surplus value as follows Dunng one portion of 
the labor day the laborer produces only the value of the means of sub- 
sistence which he and his family consume Though he does not directly pro 
duce these necessaries himself, he produces a product equivalent to them 
m value ‘ The portion of his day’s labor devoted to this purpose will be 
greater or less, in proportion to the value of the necessanes that he daily 
requires on an average, or, what amounts to the same thing, in proportion 
to the labor-time required on an average to produce them’ (1,240) Marx 
calls this portion of the working day necessary labor time “During the sec- 
ond period of the labor-process the workman creates no value 
for himself He creates surplus-value which, for the capitalist, has all the 
charms of a creation out of nothing” (1,240) Marx calls the labor time so 
spent surplus labor time 

The rate of exploitation, as a division of the labor day into necessary and 
surplus labor time, is determined by (1) the length of the working day and 
(2) the time required to produce the means of subsistence for the laborer 

In the process which increases the rate of exploitation, machinery plays 
an important part It ‘ is intended to cheapen commodities, and, by shorten- 
ing that portion of the working-day, in which the laborer works for himself, 
to lengthen the other portion that he gives, without an equivalent, to the 
capitalist” (1,405) The machinery, m short, is “a means for producing 
surplus value” (1,405) 

The machine has the following effects 

(1) The machine cheapens the commodities by which labor subsists and 
thereby reduces the necessary labor time 

(2) The machine becomes a means of employing women and children, 
1 e , laborers of slight muscular strength (1,43 1 ) This increases the rate of 
exploitation Not only is the supply of labor power greatly increased, but 
the necessaries of life for the whole family can now be earned by the com- 


<Paul M Sweezy, The Theory of Capitatist Deietopment (New York Oxford Uni 
versity Press, 1942), p 63 Copyright 1942 by Oxford University Press 
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bined effort of several members of the family. “In order that the family may 
live, four people must now, not only labor, but expend surplus-labor for 
the capitalist” (1,431-432). 

(3) The machine lengthens the working day and “the lengthening of the 
working day . . . allows of production on an extended scale without any 
alteration in the amount of capital laid out on machinerj' and buildings. 
Not only is there, therefore, an increase of surplus-value, but the outlay 
necessary to obtain it diminishes” (1.442-443). 

(4) The machine increases the rapidity and intensity of labor (1,447). 
This effect will be particularly strong if the labor day should be shortened 
by social legislation. When the shortening of labor hours becomes com- 
pulsory, “machinery becomes in the hands of capital the objective means, 
systematically employed for squeezing out more labor in a given time. 
This is effected in two ways; by increasing the speed of the machinery, and 
by giving the workman more machinery to tend” (1,450). 

(5) The machine becomes the competitor of the laborer. “That pro- 
portion of the working class, thus by machinery rendered superfluous . . . 
floods all the more easily accessible branches of industry, swamps the labor 
market, and sinks the price of labor-power below its value” (1,470). 

There is in operation, according to Marx, a “law of the progressive in- 
crease in constant capital, in proportion to the variable” (1,682). The capi- 
talist must increase his constant capital because of competitive pressure. 
We remember that the capitalist cannot hope to gain more surplus value by 
employing more men through the use of antiquated machinery, since he may 
count, as socially necessary labor, only labor equipped with modern instru- 
ments. A capitalist who cannot increase his constant capital as required by 
technological progress will soon be unable to compete. Thus he will cease 
to be a capitalist and will join the ranks of the proletariat. Accumulation 
therefore will result in the concentration of wealth in fewer and fewer hands. 

When the organic composition of capital undergoes a continuous change 
in favor of constant capital, the mass of the material means of production 
grows faster than the mass of labor power employed. Suppose that the 
organic composition of capital c/v changes from 1/1 to 2/1, 3/1, 4/1, etc. 
As total capital increases, a smaller and smaller proportion of the total is 
transformed into labor power (1,690). “Since the demand for labor is 
determined not by the amount of capital as a whole, but by its variable con- 
stituent alone, that demand falls progressively with the increase of the total 
capital” (1,690). “An accelerated accumulation of total capital, accelerated 
in a constantly growing progression, is needed to absorb an additional num- 
ber of laborers, or even, on account of the constant metamorphosis of old 
capital, to keep employed those already functioning” (1,690). Thus, “it is 
capitalist production itself that constantly produces ... a relatively re- 
dundant population of laborers, i.e., a population of greater extent than 
sufiices for the average needs of the self-expansion of capital, and therefore 
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a surplus-population” (1,691 ) This surplus population may take the more 
striking form of a repulsion of laborers already employed, or the less evi- 
dent, but not less real, form of more difficult absorption of the additional 
laboring population through the normal channels (1,691) 

The surplus population is Marx’s famous industrial reserve army “that 
belongs to capital quite as absolutely as if the latter bad bred it at its own 
cost” (1,693), that “creates, for the changmg needs of the self-expansion 
of capital, a mass of human material always ready for exploitation” (1,693) 
These effects of the machine all work in the same direction — they tend 
to increase the rate of exploitauoo The Marxian system, though, also con 
tarns, as we shall see, elements which may explain a tendency toward a 
lower rate of exploitation The tendency toward an increasing rate of ex- 
ploitation seems, at first, to be more consistent m the Marxian scheme 
But if the final aim of the Marxian analysis is to prove the eventual down 
fall of capitalism, mainly in consequence of the tendency toward a lower 
rate of profit the increasing rale of exploitation becomes embarrassing 
The tendency of the rate of profit to decrease, caused by a changmg organic 
composition of capital, may be overcompensated by an mcrcasmg rate of 
exploitation 


The Falling Rate of Profit 

The rate of profit is the ratio of surplus value to total capital or s/{c -f v) 
We must remember, however, that c -|- v signifies in this case the stock of 
capital and not only replacements, raw and auxiliary matenals, and wages 
The surplus value springs exclusively from variable capital A higher or- 
ganic composition of capital will consequently reduce the rate of profit 
Since Marx believes in a law of the progressive mcrease in constant capital 
m proportion to the vanable (1,682), he seems to be justified in the as 
sumption of a gradual fall of the average rate of profit (111,248) 

These assumptions, however, lead Marx mto difficulty A higher or- 
ganic composition of capital would tend to reduce the rate of profit only 
if the rate of exploitation stays the same An increasmg rate of exploita- 
tion, however, lends to increase the rate of profit and, perhaps, to over 
compensate the effect of the higher organic composition of capital 

The assumption of a constant rate of exploitation is mconsistent with 
other parts of Marx’s system Paul Swee^ points out that 

Marx was hardly justified, even in terms of his own theoretical 
system, m assuming a constant rate of surplus value simultaneously 
with a nsmg organic composition of capital A rise m the orgamc 
composition of capital must mean sui increase in labor productivity, 
and we have Marx’s own word for n that higher productivity is m- 
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variably accompanied by a higher rate of surplus value. In the gen- 
eral case, therefore, we ought to assume that the increasing organic 
composition of capital proceeds pari passu with a rising rate of surplus 
value. If both the organic composition of capital and the rate of sur- 
plus value are assumed variable, as we think they should be, then the 
direction in which the rate of profit will change becomes indeterminate. 
All we can say is that the rate of profit will fall if the percentage in- 
crease in the rate of surplus value is less than the percentage decrease 
in the proportion of variable to total capital.® 

It is necessary for Marx to assume a constant rate of exploitation in order 
to maintain his theory of a “gradual fall of the average rate of profit.” This 
necessary assumption, however, leads Marx into a fatal contradiction with 
the rest of his system. “For if the rate of exploitation tends to be constant, 
real wages tend to rise as productivity increases. Labor receives a constant 
proportion of an increasing total. Marx can only demonstratd a falling 
tendency in profits by abandoning his argument that real wages tend to 
be constant.” ® 

Joan Robinson points out that the law of falling profits made sense in 
orthodox economic theory, which had no objection to the conclusion “that 
real wages are equated to the marginal productivity of labor” and that “the 
marginal productivity of labor rises as capital per man increases.” Marx, 
however, believes that real wages must remain constant (apart from minor 
fluctuations) because they are determined by the socially necessary labor 
time required for production of the means of subsistence necessary for the 
maintenance and reproduction of labor power. In assuming a constant rate 
of exploitation, however, Marx discarded one half of the theory of surplus 
value, viz., the part which makes the value of labor power generally equal 
to the minimum reproduction cost of labor power. 

We shall now see how he had to discard the other half, the labor theory 
of value as it applies to commodities. 


The Equalization of the Rate of Profit 

If the rate of exploitation were the same everywhere, different fields of 
industry could, according to Marxian analysis, have the same rate of profit 
only if they had the same organic composition of capital. In practice, how- 
ever, different industries have both different organic compositions of capital 
and, nevertheless, rates of profit which tend, in the long run, to be equal. 
Reality thus prevents Marx from maintaining his labor theory of value, ac- 


6 Sweezy, op. cit., p. 102. 

® Robinson, op. cit., p. 36. 
^ Ibid.,p. 37. 
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cording to which the exchange value of a commodity equals the socially 
necessary labor time contained ui the commodity 
Marx states his dilemma clearly as follows 

Wc have demonstrated, that different Unes of industry may have dif- 
ferent rates of profit, corresponding to differences in die organic com 
position of capitals, and, withm the limits indicated, also correspord 
mg to different times of turn over, the law (as a general tendency) 
that profits are proportioned as the magnitudes of the capitals, or that 
capitals of equal magmtude yield equal profits m equal times, apphes 
only to capitals of the same organic composition, with the same rate 
of surplus value, and the same lime of turn-over And these state 
ments hold good on the assumption, which has been the basis of all 
our analyses so far, namely that the commodities are sold at their 
values On the other hand there is no doubt that, aside from unessen- 
tial, accidental, and mutually compensatmg distmcUons, a difference 
in the average rate of profit of the various lines of industry does not 
exist in reality, and could not exist without abolishing the entire sys 
tern of capitalist production It would seem, then, as though the theory 
of value were irreconcilable at this point with the actual process, ir- 
reconcilable with the real phenomena of production, so that we should 
have to give up the attempt to understand these phenomena (111,181- 
182) 

Marx “solves” the problem by giving up the labor theory of value, which 
was the basis of bis theory of surplus value 

Competition brmgs about an equalization of the rate of profit in the dif 
ferent fields of industry 

Capital withdraws from spheres with low rates of profit and mvades 
others which yield a higher rate By means of this incessant emigra- 
tion and immigration, in one word, by its distribution among the vari- 
ous spheres m accord with a nse of the rate of profit here, and its 
fall there, it brings about such a proportion of supply to demand 
that the average ^profit m the vanous ^heres of jiroduction becomes 
the same, so that values are converted into prices of producuon (III, 
230) 

To explain this conversion of values into prices of production Marx uses 
the numencal example on page 139 

We notice that Marx assumes five industnes with different organic com 
positions of capital The rate of surplus value is uniformly 100 per cent 
throughout the economy Thus the labor day is divided into two equal parts, 
e g , SIX hours necessary labor time and six hours surplus labor time The 
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surplus value is therefore always equal to the variable capital. Fmthermore, 
since the total capital is always 100, the rate of profit is simply expressed 
by percentage figmres equal to the surplus value. For instance, the first in- 
dustry’s total capital of 100 is divided between 80 c and 20 v. With a sur- 
plus value of 20, the profit is 20, or 20 per cent of the invested total capital. 
The “used-up” c refers to that portion of c which was used up as material 
and depreciation (the “wasted” part of the machinery). These figures (50, 
51, etc.) are arbitrarily chosen. The value of commodities is equal to the 
socially necessary labor time spent in producing the commo^ties; i.e., 
c -f- V -j- where c, however, is only the used-up portion of constant capital 
(“past” labor), while v stands for variable capital (“present” labor) and 
s, for surplus value (“present” labor spent during the surplus labor time). 
For industry I, c -}- v -j- j is 50 4- 20 -}- 20, or 90; for industry H, 51 
30 30, or 111; etc. 


CAPITALS 

Rate of 
Surplus 
Value: 
s/v 

Surplus 

Value 

s 

Rate of 
Profit: 
s/ic + v) 

Used- 
up c 

Value of 
Commodi- 
ties: 
Used-up 

C+ V + J 

Cost Price: 
Used-up 

C -f- V 

I. 

80c 20v 

100% 

20 

20% 

so 

90 

70 

n. 

70c + 30v 

100 

30 

30 

51 

111 

81 

ra. 

60c + 40v 

100 

40 

40 

51 

131 

91 

rv. 

85c + 15v 

100 

15 

15 

40 

70 

55 

V. 

95c -i- 5v 

100 

5 

5 

10 

20 

15 

TOTAL 390c + IIOV’ 


no 

110% 




AVER. 

78c -4- 22v 


22 

22% 





We note that the value of commodities is not the cost price. The cost 
price is the value of the commodity minus the surplus value, or “used-up” 
c -f V. 

The situation shown in these examples leads to different rates of profit 
in the different industries and carmot exist in reality “without abolishing 
the entire system of capitalist production.” Capital, therefore, begins to 
withdraw from the sphere with low profits (such as industries V and IV) 
and to enter those with high profits (such as industries III and H). 

After competition has done its work, 

. . . one portion of the commodities is sold in tiie same proportion 
above in which the other is sold below their values. And it is only their 
sale at such prices which makes it possible that the rate of profit for 
aU five capitals is uniformly 22%, without regard to the organic com- 
position of these capitals. The prices which arise by drawing the aver- 
age of the various rates of profit in the different spheres of production 
and adding this average to the cost-prices of the different spheres of 
production, are the prices of production (111,185). 
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The numencal example is now changed as follows 


CAPITALS 

Surplus 

Value 

1 Value 
*>/ 

Cost Price 
of 

Price 

of 

Rate of 
Profit 

Deviation 
of Price 
from Value 

1 Commodities j 

L 80c + 20v 

20 

90 

\ 70 

92 

22^0 

-b 2 

n 70c-h30v 

30 

Hi 

81 

103 

22 

- 8 

TTl 60c*|-40v 

40 

131 

91 1 

113 

22 

-18 

IV 85c-fl5v 

15 

70 

55 ' 

77 

22 

+ 7 

V 95c + 5v 

5 

20 

IS 

37 

22 

-{-17 


If we add the capitals used m the industnes and divide them by five, 
we find that on the average 78 c were combined with 22 v With a rale of 
surplus value of 100 per cent, the average surplus value is 22 and the 
average rate of profit 22 per cent 

After competition has done its work, after capital has withdrawn from 
the industries with a lower-ihan average rate of profit (I, IV, V) and en- 
tered those with a higher than average rate of profit (II, III), the pnees 
of the commodities have changed and no longer correspond to the values 
of the commodities The price of commodities is determined by the cost 
pnee of commodities (used-up c plus v) plus the average rate of profit For 
instance, in industry I the price of the commodity will be 70 plus 22, or 
92 The value of the commodity, according to the labor theory of value, >vas 
70 plus 20— or 90 — and the deviation of pnee from value is therefore 92 
mmus 90— or 4-2 

We see that the *‘difierent rates of profit are equalized by means of com- 
petition into a general rate of profit, which is the average of all these special 
rates of profit The profit allotted accordmg to this average rate of profit to 
any capital, whatever may be its organic composition, is called the average 
profit That pnee of any commodity which is equal to its cost price plus that 
share of average profit on the total capital invested (not merely consumed) 
m Its production which is allotted to it in proportion to its conditions of 
turn-over, is called its price of production” (111,186) 

Marx has finally give up the labor theory of value Commodities do not 
exchange m proportion to the socially necessary labor used in their pro- 
duction On the ccmiraiy, Ibnir pnccs ztewaJe and pejmanently 

from the value which corresponds to past and present labor employed in 
their creation Only if, per chance, an industry's orgauic composition of 
capital happens to be the average composition do price and value corre- 
spond Nevertheless, Marx upholds ‘ that, from the pomt of view of the 
total social capital, the value of the commodities pr^uced by it is 
equal to the value of the constant capital plus the value of the vanable capi- 
tal plus the surplus-value" (111,196) Therefore, and since the total surplus 
value sbll determmes the average rate of profit, the law of value regulates 
prices at least indirectly 
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This argument is not satisfactory. Because we are interested in relative 
prices or exchange values, we are not at all helped by the remark that in 
an average figure the deviations from the average cancel each other. Marx 
admits that the individual capitalist cannot see that his profit is determined 
by the amount of unpaid labor, because this is only accidentally true for 
an individual commodity (viz., if his capital happens to have the average 
organic composition of capital) . 

Even according to Marx we are only reminded in a “vague and meaning- 
less form” of the fact that the value of the commodities is determined by 
the labor contained in them (111,203). But he still maintains that the law 
is valid, as he shows in his assumption that the labor theory of value would 
explain exchange values in a planned economy. “Only when production 
will be under the conscious and prearranged control of society, will society 
establish a direct relation betv/een the quantity of social labor time em- 
ployed in the production of definite articles and the quantity of the demand 
of society for them” (111,221 ) . 

While this cryptic passage is hard to interpret, it proves that Marx ad- 
heres to the labor theory of value in spite of the fact that it is admittedly 
not able to explain existing price relations in capitalism. We shall see below 
that it would be equally inadequate as a basis for socialist calculation and 
control in a planned economy. 


Equalization of Profit and the Demand for Labor 

We turn now to an important consequence of the competitive process 
which tends to equalize the rate of profit. We have seen that the rate of 
profit is originally high in fields of low organic composition of capital (e.g., 
60 c and 40 v) and low in fields with a high organic composition of capital 
(e.g., 95 c and 5 v) . To equalize profits, capital withdraws from fields with 
low profits and invades fields with high profits (111,230). Fields with high 
profits are those which use relatively large amounts of variable capital, i.e., 
industries which employ a relatively large mass of labor power. The tend- 
ency to equalize profits therefore leads to an increasing demand for labor 
power — a tendency which the student of Marxian economics suspected 
from the very beginning, as soon as he was told that only variable capital 
produces surplus value. Marx’s argument for the contrary assumption, viz., 
his “law of the progressive increase in constant capital, in proportion to the 
variable” (1,682) rested on technological reasons and on the assumption 
that only labor power equipped with modem machinery could be counted 
as socially necessary. Competition forces the capitalist to increase more 
than proportionally the constant part of his total capital. This relative in- 
crease of constant capital in a given sphere of production lowers the rate 
of profit, in this particular sphere, below the average rate and thus calls 
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forth an opposite competitive chaa^ — the transfer of investment funds 
from industries of high organic composition of capital to those of low or- 
ganic composition Thus labor, which has just been set free by the intro- 
duction of a new machine, will tend to be in greater demand than before 
m industries which capital newly invades in quest for higher profits 
Labor power will also tend to move on its own accord The rate of ex 
ploitation tends to be the same m all industries, just as the rate of profit 
does This result, too, will be brought about by competitive “withdrawals” 
and ‘ invasions ” Marx suggests that it must be assumed “that the intensity 
of exploitation or the rate of surplus value, are the same” and that this 
presupposes * a competition among the laborers and an equihbration by 
means of their contmual eimgration from one sphere of production to an- 
other” (111,206) 

We see that the law of progressive increase in constant capital has its 
counterpart in the law of the equalixation of profit Technological progress 
destroys the equilibrium again and again The equality of the rate of profit 
is contmuously disturbed But, as Heimann has shown, 

Inces<antly capital is on its way to re establish equilibrium, disturb- 
ance and re-estabhshment face each other every moment . the 
dynamic law (of the industrial reserve army) throws the laborer on 
the street, and the static law [of profit equalization] draws him again 
into the labor process, the stronger the shift towards constant capi- 
tal caused by progress, the stronger the instantaneous counteraction 
which transfers capital into the spheres with relatively much wage 
capital * 

Heimann remmds us (hat Marx’s whole theory presupposes the validity 
of the theory of the reserve array This theory, however, can scarcely be 
maintained if the very technological change which sets labor power free 
causes a compensating change m the organic composition of capital in 
favor of variable capital, i e , an increased demand for labor 

^ Eduard Heimann, Mtkrwert und Cememwirlschaft (Berlin Robert Ensetmann 
1922), p 33 



CHAPTER 13 


MARXIAN ECONOMICS: 
CRISES, BREAKDOWN, AND 
SOCIALISM 


Introduction 

Up to now we have discussed those parts of the Marxian system which 
were worked out by Marx in great detail. Now we must turn to other parts 
which, though of crucial importance, remained in an embryonic state: the 
theories of commercial crises, of the breakdown of capitalism, and of so- 
cialism. Interpretation becomes here so difficult that we come upon a 
schism in the Marxian camp: “Orthodox” Marxists believe, as did Marx, 
in the eventual breakdown of capitalism as the final result of the evermore 
threaterung return of commercial crises. The “revisionists,” on the other 
hand, do not believe in this implicit deterioration of capitalism; they be- 
lieve that socialism can be reached gradually through a process of con- 
tinuous, deliberate improvements; they are not prepared to draw radically 
pessimistic conclusions which would condemn them to inactivity through- 
out the lifetime of capitalism. Socialism, for them, is not the automatic re- 
sult of the final breakdown of capitalism but rather the goal of a conscious 
reconstruction of the social system. It can easily be seen that, with funda- 
mentally different interests in mind, the “orthodox” and the “revisionist” 
Marxists came to entirely opposite explanations of the phenomena winch 
we are now to study. 


Crises 

Marx never worked out a theory of business cycles, but many remarks 
about crises and, indeed, periodical fluctuations of the economy are scat- 
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tered throughout his wntings They center around two distinct Imes of argu 
ment Cnses m capitalism are seen to result either from the tendency of 
the rate of profit to fall or from underconsumption caused by the antagonis- 
tic conditions of distribution 

This second line of reasomng is indicated in the followmg passage 

The last cause of all real crises remains the poverty and restneted con- 
sumption of the masses as compared to the tendency of capitalist pro- 
duction to develop the productive forces m such a way, that only the 
absolute power of consumption of the entire society would be their 
limit (111,568) 1 

The connection of crises to the falling rate of profit is suggested m the 
statement 

The barrier of the capitalist mode of production becomes apparent 
m the fact that the development of the productive power of 
labor creates m the fallmg rate of profit a law which turns into an 
antagonism of this mode of production at a certain pomt and requires 
for Its defeat periodical crises (111,303) 

We shall first try to construct a cycle theory on the basis of the falling 
rate of profit Then we shall turn to the more powerful argument concern- 
ing general underconsumption 

At first It IS difficult to see why the falling rate of profit should be the 
cause of cyclical fluctuations If the rate of profit should really fall (m spite 
of an mcreasmg rate of e:tpIoiiation), this decline could at best explain a 
downward trend in economic activity Commercial cnses must be ex- 
plained differently ^ They must be related to oscillations of the rate of 
profit Marx provides us with an explanauon of such o«cillations in his 
assumption that the industrial reserve army is formed, absorbed, and re- 
formed periodically (1,694) and that real wages fluctuate accordin^y 
These changes in real wages, m turn, affect the rate of profit 
What causes these pulsations of the reserve army is not quite clear Marx 
obviously assumed, as did many cycle theonsts after Marx, that the intro- 
duction of new techmques is not an even and continuous process but 


1 Volume and page numbers in parentheses refer to Karl Marx, Capital A Cntique of 
Poiilical Economy Vol I The Process of Captlahst Production Vol II, The Process 
of Circulation of Capital Vol III. The Process of Capitalist Production as a Whole 
(Chicago Charles H Kerr & Company 1906 1909 1909) 

^ Marxs mechanical process of accumulation going on at an even rate— and 

there is nothing to show why on principle it should not ^thc process he describes 

mlg/it also go on at even rates, as far as its logic is concerned it is essentially pros 
^ntyless and deprcssionkss " — Joseph A Schumpeter, Capitalism, Socialism and 
Democracy Wcw York. Harper & Brothers, 1942), p 40 
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occurs intermittently. Let us, therefore, assume that a sudden increase in 
investment (accumulation) leads to an increased demand for labor and 
absorbs a part or all of the reserve army. Pressure on the labor market is 
reduced and real wages rise. But the increase in wages (which means a de- 
creasing rate of exploitation) cuts into surplus value and reduces profits. 
With less surplus value earned, there is less surplus value to accumulate; 
and with falling profits, there is less inducement to invest. Thus the demand 
for labor decreases again. 

The explanation of revival and upswing rests on the following consider- 
ations. Crisis and depression have led to the reformation of the reserve 
army. As the “surplus population” grows, the rate of exploitation increases. 
Wages fall and profits rise once again. The rise of profits is aided by the 
fact that the crisis has depreciated the value of existing constant capital. 
While the mass of constant capital has grown, its value has fallen; and the 
rate of profit, figured on the lower value of the constant capital, increases 
for those capitalists who managed to survive the storm. 

This theory sounds plausible. As a matter of fact, it could be accepted 
even by non-Marxists. But does it explain what Marx wanted to explain, 
tdz., that crises become increasin^y worse? 

If Marx were correct in his assumption of a long-run decline of the rate 
of profit, we could argue that business cycles, as explained above, are os- 
cillations around a falling trend. This would, indeed, emphasize the de- 
pression phase of the cycles. But we have already seen that the rate of 
profit will fall only if the rate of exploitation remains the same, i.e., if real 
wages increase in the long run. Thus the falling rate of profit as foundation 
of a pessimistic cycle theory precludes the very explanation which Marx 
wants most to stress — ^that of underconsumption. 


Underconsumption 

Marx believes that capitalism’s basic trouble is that capitalist production is 
limited by the consuming power of society. He says. 

The entire mass of commodities . . . must be sold. If this is not 
done, or only partly accomplished, or only at prices which are below 
the prices of production, the laborer has been none the less exploited, 
but his exploitation does not realize as much for the capitalist. . . . 
The conditions of direct exploitation and those of the realization of 
surplus-value are not identical. . . . The first are only limited by the 
productive power of society, the last by the proportional relations of 
the various lines of production and by the consuming power of so- 
ciety. This last-namfed power is not determined either by the absolute 
productive power nor by the absolute consuming power, but by the 
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consuming power based on antagonistic conditions of distnbution, 
which reduces the consumption of the great mass of the population 
to a vanable mmimum within more or less narrow hmits The con- 
suming power is furthermore restncted by the tendency to accumulate, 
the greed for an expansion of capital and a production of surplus value 
on an enlarged sc^e To the extent that productive power de- 
velops, it finds Itself at variance with the narrow basis on which the 
condition of consumption rests On this self contradictory basis it is 
no contradiction at all that there should be an excess of capital simul- 
taneously with an excess of population For while a combination of 
these two would mdeed increase the mass of the produced surplus- 
value, it would at the same time intensify the contradiction between 
the conditions under which this surplus-value is produced and those 
under which it is reahzed (111,286-287) 

This theory fits the Marxian ^stera with its emphasis on exploitation 
When fabor is being constancfy exploited (whether it gets a subsistence 
wage or slightly more), when the surplus population has no income at all, 
when the capitalists consume only a tiny fraction of the surplus value, 
then it IS indeed difficult to see to whom the constantly increasing output 
of commodities should be sold 

But was Marx really entitled to draw these pessimistic conclusions, even 
within the logic of his own system? For an answer to this question (which 
IS important because the breakdown of capitalism depends on it), we have 
to consider the following points 

(1) Was Marx justified in using the underconsumption theory m spite 
cf his own cnticism of the “naive” undcrconsumptiomsts’ Marx calls it 
a tautology to say “that crises arc caused by the scarcity of solvent con- 
sumers, or of paymg consumption,” (11,475), and be contmues, 

But It one were to attempt to clothe this tautology with a semblance 
of a profounder justification by saying that the worbng class receive 
too small a pction of their own product, and the evil would be reme- 
died by giving them a larger share of it, or raising their wages, we 
should reply that crises are precisely alwa'-s preceded a penod m 
which wages nse generally and the working class actually get a larger 
share of the annual product intended for consumption (11,476) 

Marx wanted to make it clear that the difficulties could not be overcome, 
as some underconsumptiomsts argued, by simply raismg v-ages We meet 
here with the problem which is so peRislently found m all wage discussions 
that wages arc the main source of demand, but that they arc, at the same 
tune, a cost factor Marx was, of course, interested in bamng this simple 
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remedy for capitalism’s death struggle. But he was right in rejecting wage 
increases as a simple recipe. 

(2) Marx s underconsumption theory conflicts, as we saw, with his 
theory of the falling rate of profit. The rate of profit will fall only when, 
with the relatively faster growth of c in relation to v, the rate of exploitation 
stays the same. Then real wages will rise with an increase in productivity 
and capitalists will have a market for their products to realize their surplus 
value. 

(3) Independently of the theory of the falling rate of profit we must 
reject Marx’s argument that labor cannot get more than the means of sub- 
sistence, We remember that tliis theory rests on the presence of the reserve 
army and on the pressure it exerts on the labor market. But it is circular 
reasoning to make the reserve army (the result of crisis and depression) the 
foundation of the theory of surplus value, which explains the antagonistic 
conditions of distribution and, through underconsumption, crisis and de- 
pression. 

(4) If we follow the interpretation of orthodox Marxists, like Rosa 
Luxemburg, we are given such an extremely pessimistic estimate of con- 
suming power that it is, indeed, difficult to see how capitalism could pos- 
sibly have developed “the colossal productive forces’’ which Marx admired. 
If only V and a tiny portion of s are consumed, how can the accumulation 
of more and more j (under conditions of constantly increasing exploitation) 
proceed without running from the outset into “realization” trouble? Why 
was capitalism, under such conditions, not stillborn from the very beginning? 

(5) Paul Sweezy answers this apparent paradox (that capitalism ex- 
panded prodigiously in spite of the fact that it tends always toward stagna- 
tion) by drawing our attention to certain “counteracting forces” to under- 
consumption. They are (1) new industries, (2) faulty investments, (3) 
population growth, (4) unproductive consumption, and (5) state ex- 
jwnditures.^ 

Sweezy points out that “during the formative period of a new industry 
there is no clearly defined relation between additions to means of produc- 
tion and additions to the output of finished products.” From this he con- 
cludes that the process of industrialization counteracts the tendency to- 
ward underconsumption, as during the eighteenth and nineteenth centuries. 

Sweezy seems to visualize capitalist development as a kind of roller 
coaster; the expansion process of the industrial revolution first lifts the 
economy to great heights from which it will then coast down with exciting 
bumps until the end is reached. That industrial expansion over a century 
and a half should be possible before capitalists notice that the antagonistic 

3 Paul Sweezy, The Theory of Capitalist Development (New York: Oxford University 
Press, 1942), pp, 217-218. Copyright 1942 by Oxford University Press. 

< Ibid., p. 218. 
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conditioas of production do not pennit them to sell their products is hard 
to believe Only if the increased output can be sold at reduced prices, thus 
mcreasmg real wages, can the process of mdustnalization grow beyond 
the very first beginning 

Faulty investments absorb accumulation without adding to the output 
of consumers’ goods but are hardly of sufficient quantitative importance to 
explain why underconsumption did not stop capitalist growth a long tune 
ago 

Population growth, according to Sweety, permits a rapid growth of 
variable capital * without any upward pressure on the wage level and hence 
without an adverse effect on the rate of profit ’ ® But Sweezy forgets to 
mention that this rapid growth of the labor force takes place within the 
existing antagonistic conditions of income distribution and thus cannot 
help to solve the problem of underconsumption 
The reader may have noticed that the arguments concemmg new mdus- 
tries and population growth are Marxian adaptations of the stapation 
theories of the mneteen thirties 

Sweety’s last two points, viz , unproductive consumption and government 
expenditures, are known to us as devices by which we may try to mamtam 
a sufficient amount of aggregate expenditure But orthodox Marxists must 
beware of this argument Sweety himself asks, 

If the drift to economic stagnation can be successfully countered, then 
why must we assume that unemployment, msecunty, sharper class and 
mtemational conflicts are in prospect for capitalism'^ Why not, on the 
contrary, a “managed ’ capitalist society, raaintaming economic pros- 
pcnty through government action and perhaps even gradually evolving 
into a full fledged socialist order"” 

(6) Still another difficulty anses in connection with the theory that 
capitalists cannot realize surplus value Even if we should accept this under- 
consumption theory, it does not provide us with a theory of cyclical fluctua- 
tions Sweety’s counteracting forces could perhaps be used to show why 
the downward trend can be lolcmipted But we have seen that Sweezy’s 
argamsnt does sot St the logic of Marx's system And the MUag rate of 
profit argument, enriched by reference to the formation, absorption, and 
reformation of the reserve army, cannot help us either If we have settled 
on underconsumption as the main argument, we are exposed to the same 
cnticism which Marx used against the ‘ naive” underconsumptionists, i e , 
why should the main trouble be found in underconsumption if wages nse 
during prosperity? It is true that wages have to be viewed not only from 
the demand but also from the cost side But if insufficient demand is the 


® Ibid p 222 
*tbid p 236. 
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main cause of the trouble, it does seem strange that the economy should 
suffer most when, for once, demand has grown. 


Breakdown and Imperialism 

In Chapter 8 we saw how modem non-Marxian theory can explain eco- 
nomic fluctuations, and in Chapter 9, how monetary and fiscal policies can 
be employed to maintain a reasonably high employment level. Decisive is 
the fact that we can deal successfully with recession and depression within 
the framework of capitalism. 

This optimistic conclusion discredits modem cycle theory in the eyes 
of orthodox Marxists. As Sweezy puts it. 

If crises are really caused by nothing more intractable than dispropor- 
tionalities in the productive process, then the existing social order 
seems to be .secure enough. . . . Not only need there be no collapse 
of capitalism, but much can fce done even under capitalism to iron 
out the disproportionalities which are the cause of much needless suf- 
fering.'^ 

We know what Marx wanted to prove. We remember that he wanted to 
show how existing property relations turn from forms of development of 
the forces of production into their fetters, so that eventually social revolu- 
tion will come by necessity. But while Marx’s aim was unmistakable, his 
economic theories did not support his pessimistic preconceptions. Obvi- 
ously, Marx found it impossible to gather together the different strands of 
his economic theory into a unified breakdown theory. If all his arguments 
had clearly pointed to this coveted result, he certainly would not have 
hesitated to formulate this climactic conclusion. But we have seen that 
Marx’s arguments are highly contradictory, even when taken on Marx’s 
own terms, i.e., even when we leave out those criticisms which invalidate 
the theory of surplus value from the start. Here the door stood wide open 
for those who did not want to follow Marx’s pessimistic philosophy. A 
conflict among Marx’s disciples was unavoidable. 

The orthodox Marxists were right in their interpretation of Marx’s phi- 
losophy. Marx was convinced that the capitalist relations of production will 
turn into fetters of production, that the proletariat will eventually overturn 
the existing relations of production, and that this change will be brought 
about in a final crisis, the last and worst in a series of crises which had be- 
come increasingly threatening. The way to socialism is inexorable and 
dismal. 


Ilbid.,pp. 160-161. 
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TTie modem laborer instead of nsing with the progress of indus- 
try, sinks deeper and deeper below the conditions of existence of his 
own class He becomes a pauper, and paupensm develops more rapidly 
than population and wealth And here it becomes evident that the 
bourgeoisie is unfit any longer to be the ruling class in society, and to 
impose Its conditions of existence upon society as an overriding law * 

If this interpretation of capitalist development is accepted, it is impossible 
and therefore unwise to try to improve the conditions of the masses under 
capitalism It is impossible, at least in the long run, because higher real 
wages lead only to depression, it is unwise because it is a wasted effort to 
try to improve a system which is entirely beyond repair That workers form 
increasingly powerful unions is important m view of the final struggle which 
IS shaping up between bourgeoisie and proletariat Material improvements 
for the working class, however, can be reached only for short periods The 
real fmit of the workers' battle ' lies not in the immediate result but in the 
ever-expanding union of workers ” • 

But m trying to support Marxian philosophy with Marxian economics, 
the orthodox school was bound to run into difiiculties How was it possible 
for capitalism to maintain itself as long and as well as it did, m spite of all 
the dire predictions? 

The mam answer to this question was the theory of imperialism 
If capitalism suffers from underconsumption, if surplus value cannot be 
realized capitalism can maintain itself only by sales outside the capitalist 
system ‘ Outside” refers to other countries, but it may also mean segments 
of the same country which are not yet part of the capitalist process 
The Communist Manifesto makes an implicit reference to imperialism 
when, in answering the question, “How does the bourgeoisie get over these 
crises? ’ It points to “the quest of new markets” and “the more thorough 
exploitation of old ones ” 

Marx did not follow up this idea To simplify his analysis, his model 
considered the whole commercial world one nation under the assumption 
that capitalist production would be -^^aractenstic for the whole world (I, 
Chap 22) He expressly state^^ ^ o'^ ^onal trade 

would only confuse the issue wf ^ a new ^ ^ * to the 



A^QrxfdFi EcotiOTTiics, ErlscSg ISrsuIcdowfif ofid SocigUsttz 151 

rest of the noncapitalist world would, after all, soon be absorbed; and in 
the process more and niore countries would become, via industrialization, 
subjects rather than objects of imperialism. 

Most consistent and therefore most vulnerable was Rosa Luxemburg’s 
theory of imperialism.^ Because it is impossible to dispose of the total 
social output within the capitalist system, she observes, surplus value can 
be realized only through sales to noncapitalist consumers. Unfortunately, 
Rosa Luxemburg was not able to tell us how the noncapitalist consumer is 
able to buy the products which he imports from capitalist countries. The 
correct answer is simple enough. He can buy only if he is able to sell, i.e., 
export. Thus in the capitalist country foreign products take the place of 
home-produced commodities, but the total mass of value which has to be 
sold remains the same. As a matter of fact, since the profits of trade with 
the underdeveloped areas will be particularly great, the realization is made 
even more difficult.^” It is obvious that international lending would not 
solve this problem in the long run. 

Rosa Lmcmhmg's theory was not well received by her fellow Marxists. 
That the revisionists had no use for it is easily understood; those who did 
not believe in underconsumption as the basic difiicolty of capitalism had 
no reason to subscribe to this weak subterfuge. More interesting is the fact 
that Luxemburg’s theory of imperialism did not find favor with “orthodox” 
authors. N. I. Bucharin made the reason for this negative attitude quite clear. 
“If the theory of Rosa Luxemburg were even approximately correct, then 
truly the cause of revolution would be in a bad way since with the existence 
of such a huge reservoir of ‘third persons,’ as it de facto exists, we could 
not speak of a breakdown in a practical sense.” We see that it was not 
only the revisionists who were disinclined to wait for the eventual downfall 
of capitalism. Orthodox Marxists, too, favored an interpretation of the 
breakdown which did not bind their hands for too long.*^ 

Revisionism 

The pessimistic orthodox viewpoint was unacceptable to Marxists who 
wanted to achieve immediate economic improvement and who found 

Rosa Luxemburg, Die Akkumulation des Kapilals. Ein Beilrag zur dkonomischen 
Erklarung des Jmperialismus (Berlin: Vereinigung Intemationaler Verlagsanstalten, 
1922). 

See Werner Alexander, Kampf um Marx (Potsdam: Alfred Protte Verlag, 1932), 
p. 128. 

N. I. Bucharin, Der Imperialismus und die Akkumulation des Kapitals (Wien- 
Berlin: Verlag fiir Literatur und Politik, 1926), p. 117. “Third persons” are those who 
do not belong either to the bourgeoisie or to the proletariat, they are outside the 
capitalist system, whether at home or abroad. . . 

We will not discuss in this context Lenin’s theory of imperialism, since it « not 
directly connected with Marx’s underconsumption theory. Cf. V. I. Lenin, Imperialism 
(New York: International Publishers Company, Inc., 1933), p. 81. 
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Marx’s breakdown theory unconvincing, both on theoretical grounds and 
also in hght of the undeiuable, steady, long run improvement m the standard 
of hving of the working classes during the second half of the nineteenth 
century 

The revisionists did not want to deny the existence of exploitation or the 
desirability of socialism, but they arrived at totally different conclusions 
concerning the approach to soaalism Characteristic is the following state- 
ment taken from the Economic Democracy Program of the German so- 
cialist labor umonsm 1928 

The aim of socialism remained unchanged in the modem labor move- 
ment, but the ideas about the way that leads to this aim have under- 
gone a change with the growth of the movement and the change of 
capitalism What once appeared a distant dream has become for the 
present day a visible process of development, a practical task of reali- 
zation, divided mto a large number of single tasks ** 

It IS doubtful whether the term ' revisiomsra” is really appropnate Re- 
vision means an altered interpretation But the term can hardly be used any 
longer when nothing of the original doctrine is left This is true not only 
for the quoted document but even for the onginator of the revisionist move- 
ment, Eduard Bernstein, whose real aim, accordmg to Sweezy, “was to 
eradicate Marxism, root and branch, from the socialist movement,” thou^ 
he may not have been fully conscious of it 
Thus we see that both the revisionist and the orthodox Marxists were 
quite willing to disregard Marx where his theory of capitalist development 
did not suit their impatience to get down to business the business of gradual 
evolution through gradual improvements, or the business of establishing so- 
cialism by revolution before the breakdown has occurred— even in only 
one country, if need be, and that, the least developed of all, Russia 


Socialism and Communism 

Marx says very little about the future economic system, and what he sa^ 
IS vague The future economy will be a planned economy “The point of 
bourgeois society consists precisely m this, that a prion there is no con- 
scious social regulation of production ” ” 

15 WirtschafisdemokraUe (Bertin Verlagsgesellschaft des Allgememen Deutschen 
Gewcrkschaftsbundes 1928) p 10 
19 Swcczy, op at p 193 

Y Letters to Kuselmann {Yiew Yorlc loteraational Publishers 1934), p 74 A col 
lection of the few references in Mans writings to the problem of economic calcula 
tion m socialism can be found m K Tisch Wirtschaftsrechnung und Verteilung m 
zeniralutiseh organmerlen sozialutlsehen Cememwesen (Wuppertal Elberfcld 1932), 
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But how will the plan operate? Which problems are to be solved and 
which solution is proposed? 

In an interesting passage on Robinson Crusoe (1,88), Marx points out 
that necessity itself compels Robinson “to apportion his time accurately 
between his different kinds of work.” Like a truebom Briton he keeps a 
set of books in which he keeps account of the labor time that definite 
quantities of different objects have cost him. Marx continues to show how 
“aU the characteristics of Robinson’s labor” are repeated in a community 
of free individuals “carrying on their work with the means of production 
in common.” One portion of the social product serves as fresh means of 
production and remains social. Another portion is consumed by the mem- 
bers as a means of subsistence. Marx assumes (“but merely for the sake of 
a parallel with the production of commodities”) 

. . . that the share of each producer in the means of subsistence is 
determined by his labor-time. Labor-time would, in that case, play a 
double part. Its apportionment in accordance with a definite social 
plan maintains the proper proportion between the different kinds of 
work to be done and the various wants of the community. On the other 
hand, it also serves as a measure of the proportion of common labor 
borne by each individual and of his share in the part of the total prod- 
uct destined for individual consumption (1, 90-91 ) . 

Marx emphasizes the fact 

. . . that this necessity of distributing social labor in definite propor- 
tions cannot be done away with by the particular form of social pro- 
duction, but can only change the form it assumes. No natural laws can 
be done away with. What can change, in changing historical circum- 
stances, is the form in which these laws operate.^® 

Marx expresses similar ideas in Volumes II and III of Capital, where he 
points out Aat bookkeeping is more necessary in cooperative (perhaps he 
should have said collectivist) than in capitalist production (11.153). Value 
in terms of labor time will be the governing principle, and bookkeeping in 
units of labor time will establish a direct relation between the quantity of 
social labor time employed and the demand of society for commodities 
( 111 , 221 ). 

pp. 110-115; Oskar Lange and Fred M. Taylor, On the Economic Theory of Social- 
ism (Minneapolis: University of Minnesota Press, 1938), Appendix; M. M. Bober, 
“Marx and Economic Calculation,” American Economic Review, XXXVI (June, 
1946), 344-357. 

The Correspondence of Marx and Engets (New York: International Publishers, 
1934), p. 246, Oskar Lange says of this passage that it disproves “the generally ac- 
cepted view that Marx regarded all economic laws as being of a historico-relative 
character,” — Lange and Taylor, op. cit., p. 132. 
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That Marx returns here to the labor theory of value (in contradistinction 
to the concept ‘ price of production”) might seem to rescue the labor 
theory of value and to prove the supenority of the collectivist economy In 
reality these passages prove only that Marx did not see the mam problem 
facing the socialist economy The soaalist economy not only has to allocate 
labor to its proper uses but also has to determine the most economical use 
of all the scarce factors of production — ^natural resources and capital goods 
as well as human labor This problem will be discussed at length m the 
foUowmg chapters 

Marx distmguishes two stages m the development of the future society 
Between the capitalist and the communist socie^ hes the penod of revolu 
tionary transformation of one into the other This period, sometimes re- 
ferred to as socialism, corresponds to a period of political transition in 
which the state can be nothing but an instrument of the revolutionary dic- 
tatorship of the proletariat Sociahsm, in contradistinction to communism, 
is characterized by the fact that the laborer is still rewarded in proportion 
to his contribution He is no longer exploited but mstead receives an in- 
come m proportion to labor rendered And since different laborers con- 
tribute different quantities of socially ncMssary labor, mcomes wDl differ 
Then Marx contmues, 

lo a higher phase of communist soaety, after the ^ranmcal subordma 
tion of individuals in the division of labor and thereby also the dis- 
tmctiOQ between manual and mtellectual work, have disappeared, 
after the productive forces have also increased and all the 
sprxnp of social wealth are flowing more freely, along with the all- 
round development of the individual, then and then only can the nar- 
row bourgeois horizon of ngbts be left far behind and society will 
inscribe on its banner "From each according to his capacity, to each 
according to his need ” ** 

Marx has a rather fantastic idea of the degree of producUvi^ which can 
be achieved once the antagonistic conditions of distiibuton are finally 
abolished Not only will it no longer be necessary to limit consumption, it 
will presumably no longer be necessary to allocate labor, since we can dis 
contmue the practice of mcreasmg pr^ucUvity through division of labor 
Now the time has come when the mdividual will hunt in the mommg, fish 
in the afternoon, rear cattle m the evening and cnticize after dinner, with- 
out specializing m any one of these occupations 
M M Bober correctly remarks that the contradictions in these state- 
ments need no elaboration 

Karl Marx Critique of the Goifui Program (London Martin Lawtfnce, 1933), p 
31 quoted in the slightly revised translation c* Bober, 3S2 353 

Marx Engels Die Deutsche Ideologu (Be»^ ^ kntis* i 

1927 1932),PanI,Vol 5.p 22 Quotedui^ 351 " 
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The loss of the advantages of the division of labor; the expenchture of 
resources to train each individual in several trades; the huge amount of 
bookkeeping required for the functioning of such a scheme; and the 
incompatibility of the one criterion, production and utility, "with the 
other criterion, the development of the physical and intellectual capac- 
ities of the worker — these are some of the considerations that come to 
mind. The fact that Marx is unimpressed by such considerations argues 
that labor-value is not what he has in mind as the guide to the pro- 
ductive organization under communism,^^ 

Thus we lose sight of Marx’s earlier concession that, in any social sys- 
tem, labor would have to be distributed in definite proportions. It seems 
that this statement actually referred only to the socialist interval between 
capitalism and communism. As far as communism is concerned, Marx 
seems to assume a degree of productivity which would eliminate altogether 
the necessity of economizing. This “solution” of the economic problems of 
communism, however, is purely utopian. 


21 Bober, loc. tit., p. 352. 
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THE SOCIALIST ECONOMY 
AND ITS PROBLEMS 


An "Underdeveloped” Theory 

With the growing importance of socialism as a political power we should 
expect to find a substantial body of doctrines referring to the economics of 
socialism. If we want to build a house, we need a blueprint; if a new social 
order is to be constructed, we should expect to find the proponents of the 
new system busy drawing up various detailed outlines of the advocated 
order. Criticism of capitalism is not sufiBcient for this purpose. To our sur- 
prise, however, we find the economic theory of socialism in a very rudi- 
mentary state of development. The considerations listed below may help 
to explain this strange situation. 

(1) We have already seen that Karl Marx is largely to blame. Economic 
Marxism is a critique of capitalism which has practically nothing to say 
about the structure and the working principles of the collectivist economy. 
Marx’s severe criticism of the capitsdist system, furthermore, made it im- 
possible for an orthodox Marxist to base Ids blueprint of socialism on prin- 
ciples similar to the pricing process of capitalism; on the contrary, market 
prices had to be abolished to make room for application of the labor 
theory of value. 

(2) “Bourgeois” economists, too, were to blame for the neglect of the 
important problem of how a socialist economy could function. The clas- 
sical economists assumed that the institutional setup of capitalism, i.e., 
private property in the means of production, was the only logical and pos- 
sible framework for their studies. 

(3) A few relatively modem writers tried to “transcend” the institu- 
tions of capitalism and to prove the general applicability of the principles 
of the market economy. Although this attitude promoted to some extent 
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the theory of economic socialism, it proved detnmental to that theory’s 
further development when it tended to overlook essential practical prob- 
lems which had to be solved A case in point is Cassel’s theory, which has 
been discussed in the Appendix to Chapter 3 (pp 320 328) Even more 
extreme is F H Kmght, who holds that the economic theonst has httle or 
nothing to say about soaahsm because the bare fact of substituting a col 
lectivist for a competitive mdividualist form of organization “does not logi 
cally or necessarily imply any particular change whatever, m the empin^ 
course of social economic life ” * Considering that such a change concerns 
the abohtion of private property m the matenal means of production, this 
IS an extreme statement, whose weakness will be revealed by the discussions 
m the following chapters 

(4) F A Hayek has pointed out that the very fact that, in capitahsn, 
most soaal-economic problems are solved without conscious decision by 
anybody “has the effect that most people are not conscious of their exist 
ence ’’ * We are often willmg to cnticize capitalism and eager to change or 
abolish some of its features, but at the same tune we take more or less for 
granted that the regulatmg torces of the market economy would go on 
working m spite of these changes To assume that we can change the m- 
shtuhons of a given social order at will and still retam all the features 
which we do not expressly want to change is quite wrong and dangerous 
Ibe institutions and working principles of an economic system are so 
closely interrelated, that one change may necessitate other changes which 
we did not bargain for 

(5) If classical economics often neglected the particular institutional 
characteristics of an economic system, the opposite attitude, viz. exagger- 
ated emphasis on histoncal and lastituboo^ data, was not very helpful 
either for the development of the economic theory of sociahsm The his- 
toncal and institutional schools of economics often did nothmg but record 
and desenbe mstitutional changes, sometimes even denymg the existence 
of any economic laws • With this altitude one could not come to useful 
conclusions concemmg a collectivist economy of the future 

Thus we see that several schools mntnbuted to the strange result that 
no bluepnnts for a socialist economy developed before World War I * 


s Frank R Knigbt, *^e Place of Margmal Economics in a Collectivist Sjstem," 
American Economic Review, XXVI (March, 1936), 25S 266 

s Collectivist Economic Planning Critical Studies on the Possibibues of Soc i a lism , 
by K G Fieison, Ludwig von Mtses Georg Halm, and Enneo Barone ed with an 
Introduction and a Concluding Essay by F A Hayek (London George Routledge & 
Sons Ltd , and Kegan, Paul, Trench, Tiubner 4 Co., Ltd, 1935), p 7 

* See Hayek, /oe ei/,p 10 

* Some work bad been done earlier See for example, the papers by N O Pierson 
(1902) and Enneo Barone (1908) which are included m Collectivist Economic 
Planning 



The Socialist Economy and Its Problems 


161 


Russia and Germany 

After World War I the economics of socialism could no longer be treated 
as a problem of the distant future. Socialist and communist parties came 
to power, and socialist ideas were put to the test. This development was 
particularly true for Russia and Germany. In both countries it could now 
be seen that the parties of the left were ill-prepared for the difficult task 
which they promised to undertake. In Russia the new economic system 
went through chaotic, dangerous, and painful years of experimentation be- 
fore the central plan began to emerge. Some of the transition difficulties 
were, of course, independent of the new social experiment. But we have 
Lenin’s own word for it that most of the chaos then existing in Russia was 
due to the fact that the Bolshevists had been utterly unprepared for the 
gigantic task they undertook. Experience has convinced us, Lenin wrote, 
“that it is impossible to reach even the lowest stage of communism, with- 
out having passed through a period of socialist accounting and control,” ® 

In Germany the revisionist Marxists came to power. Without a theory 
of the socialist economy, they had no program of action in the economic 
field. Finally, after ten years of silence, the socialist labor unions published 
a program of Economic Democracy, ° in which they enumerated carefully 
and rather pedantically whatever they considered progress in the direction 
of socialism: autonomous boards, government-owned enterprise, cartels 
(!), social insurance, labor legislation, consumers’ cooperatives, labor 
unions,' etc. The nationalization of large-scale industry was envisaged un- 
der the influence of wartime experiences. No radical changes were desired; 
the capitalist system was to be altered only gradually. The novel idea that 
representatives of labor should participate in the management of industry, 
and not only in the handling of labor relations, did not prove very fruitful, 
since management of industry does not lend itself to decisions slowly ar- 
rived at by a body whose members often represent opposing interests. 

No change occurred in the economic structure of Germany which would 
deserve the name socialism. The German economy remained a capitalist 
economy — a situation repeated in England after World War II. 

Today we find centrally planned industrial economies only in countries 
under communist dictatorship. No centrally planned liberal socialist econ- 
omy exists on this side of the iron curtain, and no developed industrial 
economy outside the communist bloc conforms to the definitions of social- 
ism which we find in socialist literature. The economies of the democratic 


0 Quoted in Friedrich Pollock, Die planwirtschaftlichen Versuche in der Sowjetunion 
1917-1927 (Leipzig: Verlag C. L. Hirschfeld. 1929), pp. 101-102. 

® Wirtschaftsdemokratie, Ihr Wesen, tVeg und Ziel, herausgegeben ita Aultrage des 
Allgemeinen Deutschen Gewerkscbaftsbundes von Fritz Naphtali (Berlin: 1928). 



262 


Ecoiwtmc Systems 

countnes are marVet economies m which the ownership of Ihe material 
means of production is still predommantly m pnvate hands But since some 
government admmistrations aim at sociahsm, at least through a gradual 
evolution of capitalism, we do find economies of a somewhat hybrid char 
acter These we shall have to discuss later on 
Rather than begin with a study of exisUng “mixed” economies we shall 
study a blueprint of liberal socialism which has been frequently used m re- 
cent discussions With the theoretical knowledge so gamed it will be easier 
to understand the problems of the hybrid or mixed systems We need 
strong theoretical guidance if, for example, we want to understand the 
problems of countnes which grope for new solutions m their search for 
quick economic development The difficulties faced by these countnes show 
how important it is that more work be done in this rather neglected field— 
the econormc theory of sociahsm 

Mise^ Attack 

Just after World War I, when soaalist parties bad a chance to prove, if 
they could the superiority of sociahsm as an economic system, Ludwig von 
Mises tried to show that any attempt to create a functioning, rational, pro- 
ductive socialist economy was doomed to failure ^ 

Mises assumes that m a socialist economy production goods are ex- 
clusively communal and therefore res extra commeraum Bwause produc- 
tion goods are publicly owned they will never become objects of exchange, 
and it will be impossible to detenmne their monetary value CalcuIaUon of 
costs m terms of money will thus be unpracUcal, and without cost calcula- 
tion there can be no real economy Without a compass, the soaahst order 
will flounder in the ocean of countless possible or conceivable econormc 
combmations of its productive resources 
The importance of Mises’ argument was acknowledged on the socialist 
side Oskar Lange begins his Econormc Theory of Socialism with the re- 
mark that socialists “have certainly good reason to be grateful to Professor 
Mises for it was his powerful challenge that forced the socialists to 
recogmze the importance of an adequate system of econormc accounting 
to guide the allocation of resources m a socialist economy ” Facetiously, he 
goes on to say that ‘ both as an expression for the great service rendered 
by him and as a memento of the prime importance of sound economic ac- 
counting, a statue of Professor Mises ought to occupy an honorable place 
m the great hall of the Mimstry of Socialization or of the Central Planning 
Board of the socialist state ” ® 

Ludwig von Mises Economic Calculation in the Socialist Commonwealth, la 
ColUctivut Economic Pitmnfng pp 87 130 

•Oskar Lange and Fred M Taylor, On the Economic Theory of Socialism (Mm* 
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Since the theory of economic calculation in socialism started, in the 
main,® with this attack by Mises, we must note the assumptions and im- 
plications of Mises’ criticism. 

(1) Mises’ basic assumptions are rather extreme. He discusses an au- 
thoritarian, centrally planned economy rather than a liberal socialist econ- 
omy with free choice of consumption and occupation. 

(2) He insists that the planned economy needs consistent cost calcula- 
tion, which, he says, is only feasible when it is based on an all-inclusive 
pricing process. The government must act economically and must know 
what to produce, how much, and by which methods; i.e., it must be able 
to allocate the factors of production rationally. The means of production 
are not less scarce than before, simply because they are now owned by the 
government. 

(3) Economic calculation does not rest on labor costs alone. Invest- 
ment funds and natural resources are in need of the same careful and con- 
sistent allocation as arc the different kinds of labor. 

(4) This calculation and allocation cannot take place in nature; cost 
accounting in physical terms is impossible. There must be exchange values 
in monetary units, i.e., prices, for consumers’ goods, intermediate goods, 
and the services of the factors of production. 

(5) Private ownership of the material means of production is absolutely 
necessary. Only on the basis of private property is it possible to establish 
real exchange relations, the precondition for the formation of market prices. 
"When the ‘coal syndicate’ provides the ‘iron syndicate’ with coal, no price 
can be formed, except when both syndicates are the owners of the means 
of production employed in their business.” In other words, the pricing 
process has to rest on real markets where private firms buy and sell com- 
petitively and are motivated by profit expectations. 


The Socialist Answer 

Mises’ challenge was accepted by some socialist economists, but in ways 
which emphasized the fundamental difference that exists between the eco- 
nomics of liberal and of authoritarian socialism. 

Liberal socialist writers assume (in contradistinction to Mises’ premises) 

neapolis: University of Minnesota Press, 1938), pp. 57-58. Copyright 1938 by the 
University of Minnesota. , ^ . . ... 

The Marxist, Otto Leichter, wrote in 1923: ‘To Max Weber and Ludwig Mises 
belongs the merit of having so energetically drawn the attention of socialist to this 
question. However little it was the intention of Mises to contribute by his criticism to 
the postivc development of socialist theory and praxis, yet honor must be given where 
honor is due.” Quoted in T. J. B. Hoff, Economic Calculation in the Socialist Society 
(London: William Hodge and Company Limited, 1949), p. 3. 

® But see footnote 4 on p. 160. 
to Mises, loc. cit., p. 1 12. 
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socialism, between liberal capitalism and authoritarian capitalism, and be- 
tween authoritarian capitalism and authoritarian socialism, 

(1) COLLECTIVISM, The collectivist economy is characterized 
by the conscious setting of aims for the economy as a whole and implies 
an authority which sees to it that these aims are reached. We may call “col- 
lectivist” all programs, institutions, and measures which consciously reg- 
ulate, control, or plan the economy so that predetermined results are 
achieved. These regulations, controls, or plans may concern total aggregate 
demand, full employment of the factors of production, satisfaction of com- 
munal demand, allocation of factors of production, distribution of the na- 
tional income, the amount of capital accumulation, economic development, 
the building-up of a war machine, etc. 

Collectivism is therefore clearly distinguished from the private enterprise 
sector of the capitalist economy, which rests on independent actions of in- 
dividual economies and where production and distribution are the auto- 
matic result of market forces. Collectivism, however, is not clearly distin- 
guished from capitalism as a whole. Collectivism and capitalism overlap in 
the following cases: 

(a) The capitalist economy has a public sector to satisfy collective 
wants. This sector corresponds to our definition of collectivism: aims are 
consciously set and achieved; the automatic forces of the market are either 
not at play or they have no commanding influence on our decisions. No 
sharp line can be drawn between economic systems according to the size 
of the public sector. We cannot say that capitalism ends and socialism be- 
gins when more than, say, 50 per cent of a country’s resources are used to 
satisfy collective wants. 

(b) The government can attempt to plan total aggregate spending to 
maintain a high level of employment and to keep in check both inflation 
and deflation. More recently this type of collectivism (which is as old as 
monetary.policy) has grown greatly in importance. Monetary and fiscal 
controls have become liberal capitalism’s main answer to liberal socialism’s 
more far-reaching requests. 

(c) Wartime experiences show that the private enterprise economy can 
be subjected to a degree of centralized control which establishes a planned 
economy in all but name and achieves productive results of an essentially 
collectivist character regarding both aims and methods. 

A term like “collectivism” can become dangerous when slovenly used. 
Many social systems can rightly be called collectivistic and yet not have 
more in common than, say, public ownership of the material means of pro- 
duction or a central plan. In all other respects they may be as different as 
liberal socialism is from communism or fascism. Suppose that an author 
uses the term “collectivism” alternately for both socialism and fascism in 
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free choice of occupation and consumers sovereignty This permits exist 
ence of real markets for labor and for consumers’ goods in the liberal so- 
cialist economy But substitutes must be found for the market pnces which 
cease to exist when the government becomes the owner of the material 
means of production (capital and land) Some liberal socialists suggest 
that prices chosen by the government can be substituted for market prices 
and that economic calculation and the allocation of resources can there 
fore be based on a complete set of cost and pnee data 
Followers of Mises have admitted that in this or m some other ways a 
theoretical solution of the allocation problem m socialism could be found 
Indeed the whole discussion might end here with the victory of liberal so- 
cialism over Mises dire predictions were it not for the fact that the theo 
retical or abstract solutions seem as yet unable to produce convincing 
practical results — as will be shown below 

Authontanan socialists unlike liberal socialists do not believe in the 
sanctity of consumers sovereignty On the contrary they believe con 
sumers sovereignty to be impossible if socialism is to mean a centrally 
planned economy Much can be said for this viewpoint since it is indeed 
diiTicult to see how a central plan and much personal freedom can be sue 
cessfully combined To some extent the authoritarian socialists support 
therefore the charge that a 1 bcral socialist solution is not practical 
We shall first indicate the problems faced by socialism m the allocation 
of the factors of production (economic accounting) and then discuss the 
proposed liberal and nuthontanan solutions The discussion of the author 
itanan solution can to some extent be illustrated by examples taken from 
Soviet Russian experiences (see Chapter 19) For the liberal socialist solu 
tion a verification by experiment is not yet possible because a liberal so- 
cialist system docs not exist As a matter of fact we shall see that the wel 
fare stales which perhaps come nearest to the liberal socialist philosophy 
do not show a full understanding of the problems of consistent allocation 
(see Chapter 21 ) No close relation exists between liberal socialist Iheonz 
mg and the practice of welfare economics 


Definitions 

To prepare for our discussion of liberal and authoritarian socialism we 
must try to d sentanglc a somewhat confused terminology That we meet 
with difficulties here is eas ly understood It is impossible to separate social 
economic systems cleanly to find the cxnct notch where the knife should 
slice down This statement applies not only to the distinction between the 
main types of socialism (and the possible gradations within these mam 
•yp®s), but equally to the distinction between liberal capitalism and hberal 
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socialism, between liberal capitalism and authoritarian capitalism, and be- 
tween authoritarian capitalism and authoritarian socialism. 

(1) COLLECTIVISM, The collectivist economy is characterized 
by the conscious setting of aims for the economy as a whole and implies 
an authority which sees to it that these aims are reached. We may call “col- 
lectivist” all programs, institutions, and measures which consciously reg- 
ulate, control, or plan the economy so that predetermined results are 
achieved. These regulations, controls, or plans may concern total aggregate 
demand, full employment of the factors of production, satisfaction of com- 
munal demand, allocation of factors of production, distribution of the na- 
tional income, the amount of capital accumulation, economic development, 
the building-up of a war machine, etc. 

Collectivism is therefore clearly distinguished from the private enterprise 
sector of the capitalist economy, which rests on independent actions of in- 
dividual economics and where production and distribution are the auto- 
matic result of market forces. Collectivism, however, is not clearly distin- 
guished from capitalism as a whole. Collectivism and capitalism overlap in 
the following cases: 

(a) The capitalist economy has a public sector to satisfy collective 
wants. This sector corresponds to our definition of collectivism: aims are 
consciously set and achieved; the automatic forces of the market are either 
not at play or they have no commanding influence on our decisions. No 
sharp line can be drawn between economic systems according to the size 
of the public sector. We cannot say that capitalism ends and socialism be- 
gins when more than, say, 50 per cent of a country’s resources are used to 
satisfy collective wants. 

(b) The government can attempt to plan total aggregate spending to 
maintain a high level of employment and to keep in check both inflation 
and deflation. More recently this type of collectivism (which is as old as 
monetary.policy) has grown greatly in importance. Monetary and fiscal 
controls have become liberal capitalism’s main answer to liberal socialism’s 
more far-reaching requests. 

(c) Wartime experiences show that the private enterprise economy can 
be subjected to a degree of centralized control which establishes a planned 
economy in all but name and achieves productive results of an essentially 
collectivist character regarding both aims and methods. 

A term like “collectivism” can become dangerous when slovenly used. 
Many social systems can rightly be called collectivistic and yet not have 
more in common than, say, public ownership of the material means of pro- 
duction or a central plan. In all other respects they may be as different as 
liberal socialism is from communism or fascism. Suppose that an author 
uses the term “collectivism” alternately for both socialism and fascism in 
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order to prove that all the shortcomings of one are equally the shortcom- 
ings of the other The terms serves here as a kind of terminological turn 
table which is used unjustly to shift the argument from one system to the 
other, and an unaware reader may soon come to believe that, for instance, 
liberal socialism is exposed to all the vices of fascism 

(2) AUTHORITARIAN CAPITALISM (FASCISM) Many 
far reaching controls are temporarily applied and accepted in democratic 
capitalism during total war If such controls are made permanent for the 
achievement of collective peacetime purposes, we establish an authoritarian 
capitalist system F^cism is in appearance capitalist because it super 
ficially mamtains private property m the means of production has essen 
Ually the same income distnbulion as the private enterprise system, and 
maintains, on paper, the same economic freedoms to consume and to work, 
together with private initiative and compeObon Nevertheless, fascism im 
plies a totalitarian collectivist plan because social aims are consciously set 
by the leader and because these ends, m case of conflict, always take preced 
ence over the private ends of individuals (* Gemeinwohl geht vor Eigen 
wohl’) To achieve the ambitious aims of the dictator necessitates estab- 
bshment of a system of controb which m scope and degree of integration 
amounts to a central plan 

(3) CENTRAL PLANNING This term, too, has to be used With 
care In a discussion of socialist systems we are concerned with central 
planning The individual economy in a private enterprise system, when 
acting rationally, also plans It employs systematic thinking, it allocates its 
resources with a given end m mind, and it wants to achieve this end with 
the least expenditure of scarce resources But this is not central planning 
Central planning concerns the economy as a whole In this sense all collec 
tivist economies (or at least all collectivist sectors of social economies) are 
centrally planned This implies an authority which knows what goals have 
to be reached and what resources arc available for this purpose * 

H D Dickinson adopts the following definition of planning “Economic 
planning is the making of major economic decisions — what and how much 
is to be produced how, when and where it is to be produced, and to whom 
it is to be allocated — ^by the conscious decision of a determinate authority, 
on the basis of a comprehensive survey of the economic system as a 
whole ” This definition does not state by what method allocation of the 
factors of production is to be accomplished or how much room will be 
given to managerial decentralization Later on, Dickinson suggests that * we 
may apply the term planning to schemes of economic control that deal with 
the broad outline of economic activi^, without regulating details, provided 

^ D 13'ckinson Economics of Sociabsm [Lonioa Oxford University Press 1939), 
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that, so far as they go, they treat the economic system as a who 
an example of this type of planning Dickinson mentions “scheml 
liberate control of the price level.” | 

Following Dickinson, we must come to the conclusion that the , .ui-u 

economy and the collectivist economy are identical and that the many facets 
of collectivism are mirrored in the kaleidoscopic character of the term plan- 
ning. It would perhaps be wise, however, to reserve the term “central plan- 
ning” for Dickinson’s first definition and to refer to those broad policies of 
a monetary and fiscal character merely as indirect controls. 

Where the material means of production are owned and operated by the 
government, it seems obvious that they should be allocated in a definite, 
predetermined way. No doubt, most socialists think of socialism as such a 
centrally planned economy. Yet, if we stress the centralist character of the 
plan, we are in danger of ignoring the crucial difference between liberal 
and authoritarian socialism. 


There is, indeed, a tendency among socialist writers to soft-pedal the 
difference between the two systems. The authoritarian socialist sometimes 
wishes to create the impression that the central plan could be combined 
with a great deal of freedom for the consumers, the workers, and the 
managers on the spot. Liberal socialists, on the other hand, while empha- 
siang freedom, nevertheless want to create the feeling that their economy 
would enjoy all the advantages of central planning. 

We shall have to study this difficult problem of freedom under central 
planning. Both liberal and authoritarian socialists profess that freedom and 
platming can be combined; but they differ substantially in emphasis. The 
central planner often shows little concern for individual liberties; and for 
the liberal socialist the central plan is often a deus ex machina, used when 
the liberal socialist blueprint threatens to deteriorate into a mere replica of 
the market economy. In our study of the economics of socialism we must 
concentrate on this crucial problem: the planned character of the socialist 
system and its implications for individual freedom. 


(4) LIBERAL SOCIALISM. Liberal (or democratic) socialism 
is characterized by public ownership of at least the strategically important 
material means of production, but also by free choice of consumption and 
of occupation. To simplify our discussion we shall assume that all material 
means of production are government-owned and that the producing units 
are managed by public officials who follow certain rules of behavior. These 
rules will be discussed in Chapter 16. 

The decisive difference between liberal socialism and capitalism lies in 
the existence of government-owned industries which are not operated for 
private profit. If they exist at all, private firms will be enclaves in the so- 
cialist economy, just as nationalized industries are enclaves in the capitalist 


»2 Ibid., p. 15. 
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market economy We can safely focus our attention, therefore, on public 
ownership and management of all the material means of production 

Public management of all productive and distributive processes stamps 
the hberal socialist economy as a oillectivist economy labcral socialism 
wants to supplant capitahsm because the latter's individuahstic production 
IS assumed to be “fundamentally bimd, purposeless, irrational, and inca 
pable of satisfymg many of the most urgent human needs”** On this 
cnticism of capitalism most soaahsts agree, though there is less agreement 
on the positive aims of the hberal socialist economy or on the ways by 
which these aims can be reached In Chapter 21 we shall see, e g , that the 
majonty of the British Labor par^ has become rather cool toward national 
ization The same can be said of social democratic parties m other non- 
totahtanan countnes 

Liberal sociahsm needs an authority which can set and accomphsh so- 
cial-econoimc ends — an authority which must have the power to direct the 
means of production according to some plan of action In this respect the 
blueprmt of a hberal socialist economy is ceotrahstic, though it need not 
be totahtanan 

Nevertheless, the hberal soaahst economy wants to penmt free choice 
of consumption, not only m the sense of a choice among goods already pro- 
duced, but rather m the wider sense of consumers’ sovereign^ This point 
IS of major significance for differentiating vanous forms of collectivism 
Communism and fascism will not make the preferences of consumers the 
mam entenon m production and m the allocation of resources They do not 
want unpredictable actions of consumers and workers to endanger the 
functioning of the central plan Free choice of consumption and of occupa- 
tion must, in case of conflict, give way to the plan 

Liberal sociahsm is m a more difficult position It must prove that con- 
sumers’ sovereignty is compatible with the collectivist character of its econ- 
omy, tbat mdividual freedom can be combined with pubhc ownership of the 
material means of production, tbat central pl annin g can and will follow the 
preferences of consumers 

Not all writers who call themsel^xs hberal sociahst are equally sanguine 
concermng this important point R L Hall, for instance, says that the 
collectivist character of the soaahst ecDuomy "mvolves the abandonment 
of free choice to the individual, at any rate as a fundamental hber^ con- 
sumption and production must fit mto a central scheme ” ** 

Liberal sociahsm wants to achieve substantially greater equably of in- 
come distribution than is possible under capitahsm The abohtion of pri- 
vate property m the matenal means of production leads to greater equality 
through the ehmmation of “uncamed’ mcome As a rule, soaahsts no 

^Ibid p 9 

R. L Hall, The Economic System in a Socialist State (London Macmillan & Co 
Ltd., 1937), pp 4M2 
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longer ask for complete equality; they realize that wage differentials are . 
a necessary feature of an economy which wants to maintain free choice of 
occupation. 

Capital accumulation becomes the function of the government. It is in 
the field of investment that we would find the main area of socialist plan- 
ning. Investment in social overhead capital and “initial” investment 
would not be guided solely by consumers’ preferences, but care would have 
to be taken lest consumers’ sovereignty get lost in this process of invest- 
ment planning. In the last analysis the demand for investment goods would 
have to remain a “derived” demand, i.e., a demand induced by the demand 
for consumers’ goods. 

This enumeration of some of the most characteristic features of the 
liberd socialist economy shows that, as an economic system, liberal social- 
ism finds its place somewhere between capitalism and communism. With 
capitalism it shares freedom of choice in consumption and occupation, the 
use of prices to direct production and to allocate productive resources, a 
certain amount of inequality of income distribution, and, as we shall see, 
a belief in the necessity of decentralization in the management of produc- 
tion. With communism it shares the more pronounced collectivist char- 
acter of the system, (i.e., the conscious pursuit of social-economic aims), 
public ownership of the material means of production, a more equalitarian 
income distribution, and the existence of a central economic authority 
which determines the rate of capital accumulation and somehow provides 
necessary guidance where automatic market forces cease to operate. 

The liberal socialist economy hopes to combine the features of conscious 
social planning with individual freedom, so that a very large social product 
can be more equally distributed according to the wishes of consumers, and 
so that everybody can remain as free as modem production processes per- 
mit. Although these aims are fairly clear, it is less clear how the capitalist 
and collectivist features of liberal socialism are to be combined in a working 
order. What compromise is to be struck between freedom and planning, 
market exchange and public management? 

(5) AUTHORITARIAN SOCIALISM (COMMUNISM). In 
the authoritarian socialist economy the central authority disposes of all 
the means of production (labor, natural resources, capital), autocratically 
determines the aims of the economy, directs production in a single all-in- 
clusive plan, and regulates distribution. The freedoms enjoyed in the liberal 
socialist economy are abolished wherever they collide with the plan. To- 
talitarian socialism resolves the conflict between freedom and planning at 
the expense of freedom. Thus it offers, in a way, the more simple working 
model of socialism. If consumers can be forced to take what is produced, 
and if the members of the authoritarian socialist society can be made to 


See footnote 5 to p. 90 . 
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work where the plan demands their services, the general scheme of things 
IS less comphcated 

We shall see, however, that even the authontanan socialist economy 
needs a comprehensive accounting process If plan figures are expressed m 
monetary terms, as they must be if they want to be consistent and com 
prehensive, do these ‘ prices guide the plan or does the plan arbitrarily de- 
termine prices? We shall try to answer this question after we have studied 
the allocation process in the liberal socialist economy 

The authoritarian sociahst economy can be less extreme than this model 
It may, for mstance, permit free choice of consumption or the allocation 
of labor by means of wage differentials Should, however, consumers’ pref 
erences become the guide of production, the authoritarian socialist system 
would change into a liberal sociahst system 

We take it for granted that the soaal economic systems which were des 
ignated as hlieral are compat ble with political democracy, while an author 
itanan economy (whether communist or fascist) is the economic expression 
of a totalitarian political system A study which limits itself strictly to 
economics cannot prove or disprove this contention 



CHAPTER 15 


LIBERAL SOCIALISM AND 
FACTOR ALLOCATION 


Introduction 

The following paragraphs try to show that a socialist economy faces diffi- 
cult problems of factqrjillocation. We shall see that the mere fact of pub- 
lic ownerThip' of thf material means of production and of government 
control of all investment funds does not do away with these problems. In- 
vestment funds, in particular, must be allocated consistently whether the 
economy is capitalist or socialist, liberal or totalitarian, consumer-oriented 
or centrally planned. 

Emphasis will, at first, be placed on the liberal socialist economy be- 
cause, in its con sumer-oriented .production, it is more similar to the capital- 
ist market economy than' to'authoritarian socialism. But our results will 
be applicable to a large extent to authoritarian socialism. In changing from 
liberal to authoritarian socialism we change our assumption regarding aims 
and methods, but we must solve the problem of factor allocation in either 
case. 


“Present" and “Past" Labor 

We asume that in liberal sociah'sm production is to follow the wishes of 
consumers as they express themselves in prices on consumers’ goods mar- 
kets. These markets are reed markets where consumers spend their income 
in government stores freely and without rationing. Changing prices will 
indicate changes in demand or supply. But these price movements alone 
are not a sufficient guide for production. Commodity prices are relevant 
only in relation to costs; only a comparison of prices and costs can tell 
whether production should expand or contract in given industries, 
r Costs are determined by factor prices and techniques of production. 
^ — J71 



Economic Systems 


172 

The pncft charged for a uni t nf a particular fjnmnwneniK! factor must be 
the same ior ali mausmes u sing that factor if a rattnnal fact or allocation is 
to be achieved.-An- boar~ oi labor of a given kind, for example, must be 
paid-the-samg wa ge wherever used, otherwise equi librium is not yet 
t^chieved an d labor snould be moved^ 

In'^pitallsm factor pnces are determined by demand and supply on 
factor markets How would they be determined m a liberal socialist 
economy? 

If “present” labor^ were the only factor of production the answer would 
be quite simple Smee liberal socialism wants to maintain free choice of 
occupation, there must exist a real labor market on which the public man- 
agers of plants or industries somehow compete for different kinds of labor, 
and where laborers try to find the best-paid jobs for which they qualify 
In equilibnum the wage rate for each (“noncompeting”) group will balance 
demand and supply 

If wages of present ’ labor were really the only cost item that has to 
be considered, product prices would be determined by labor costs alone 
In equilibrium, commodity pnces would just cover these costs and simul- 
taneously equate demand and supply Production m different lodustnes 
would expand and contract, and labor would shift until this result was 
achieved In equilibrium furthermore, the total wage bill would suffice to 
enable workers, as consumers, to buy the whole national product, for total 
wages, national income, national product, total costs, and the total of all 
commodity prices would all be equal The distribution of income, the allo- 
cation of labor to different industries, and the production of commodities 
would be determmed by (a) the relative scarcities of different kinds of 
labor, (b) techmques of production and (c) tastes (and incomes) of con- 
sumers 

^ ' The only difficulty encountered in this simple model concerns the mo- 
nopohsiic position of government managers m commodity markets and their 
ssOwnopsonistic power m labor markets The clement of arbitrary pnee de- 
termination implied in the government’s position as the single bujer of 
labor and the single seller of commodities can perhaps be overcome by 
establishing a rule that public managers must behave “as if’ they were 
acting under real competitive pressure, or real competition could be pci 
mitted to exist among decentralized, semiautonomous government agencies 

Let us now remove the assumption that only “present” labor need en- 
ter our cost calculation We assume that labor uses instruments and mate- 
nals of production which are themselves scarce, since they are the result 
of earlier production processes and haw to be accounted for at least as 
“past” labor 

It would be naive to assume that a socialist economy could disregard 
these capital goods m its accountmg processes merely because the gov- 
* As contrasted with "past labor See abow. Chapter 11, p 126 
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enunent owns them and, accordingly, does not have to buy them from pri- 
vate sources. Certainly, Karl Marx would not have drawn this wrong con- 
clusion. We remember that his labor theory of value counts past as well as 
present labor and that it does not make any difference to him how long 
ago a unit of labor was used. K all materials and instruments of production 
were the result of labor alone, we should stUl have to include raw materials 
and depreciation allowances in our cost calculations. Decisive would be the 
production costs in terms of socially necessary labor time, together with the 
periods of turnover.^ Marx also points out that a portion of the social 
product serves as fresh means of production and remains social in the so- 
cialist society. This is capital accumulation at the expense of present con- 
sumption. Because both ^e replacement of old and the construction of new 
capital goods are necessary in socialism, part of the working force must be 
employed in the investment goods industry. This means that the workers in 
the consumers’ goods industries must share their product with their com- 
rades who produce raw materials and replace or create fixed capital. Ob- 
viously, then, the prices of consumers’ goods must rise above their cost in 
terms of “present” labor if equilibrium between demand and supply is to 
be maintained. To put it differently, the aggregate value of consumers’ 
goods prices must be substantially higher than the total wage bUI in con- 
sumers’ goods industries. 

But not even the consideration of capital replacement and capital ac- 
cumulation is sufficient if a proper allocation of the factors of production is 
to be achieved. Up to now we have acknowledged only that capital goods 
are as scarce as is the socially necessary labor used in their production, 
that capital goods are in need of amortization, and that resources have 
to be diverted from consumers’ goods production to investment goods pro- 
duction if the economy is to grow. We have as yet failed to account for 
the specific scarcity of “capital,” which must, however, be accounted for 
by a specific price over and above the original production cost of capital 
goods. This price is the rate of interest. To admit the need for an account- 
ing process which uses an interest rate to allocate “capital” means, of 
course, that we deviate henceforth from Marxian ideas of socialist ac- 
counting. 


The Scarcity of Investment Funds 

But are we justified in the assumption that a liberal socialist economy re- 
quires a rate of interest for the consistent allocation of its resources? Is not 
the rate of interest a typically capitalist phenomenon which could be dis- 
pensed with in a socialist economy with public ownership of the material 
means of production? 

Before we try to answer this important question, we can eliminate one 
2 See above Chapter 11, p. 126; Chapter 12, p. 133. 
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Since we are not certain that actual lending and borrowing would take 
place in a socialist economy, we shall use the term investment funds. In- 
vestment funds are not yet committed to any particular investment project 
They merely embody the power to use productive resources for the pro- 
duction of investment goods. 

It is of the greatest importance for any economic system that this gen- 
eralized purchasing power, called loanable or investment funds, be put to 
the best possible use with reference to the aims of the economy. In the free 
market economy these funds are distributed according to the wiUin^ess 
and ability of borrowers to pay for their use, i.e., to pay a sufficiently high 
rate of interest. The interest rate, therefore, does not merely have the func- 
tion of inducing tlic supply of savings. Even if individual savers were willing 
to forgo their unearned income from interest — even if they would save at 
zero rates of interest — interest would still be forced upon them by entre- 
preneurs competing to obtain the use of the limited supply of loanable 
funds. In normal times the demand for loanable funds for investment pur- 
poses would far exceed the supply at zero rates. We shall now have to 
find out whether this specific scarcity, which causes the price phenomenon 
called interest, is characteristic only for capitalism or applies equally to 
other economic systems. 

The socialist may be tempted to argue that there is no such thing as a 
special scarcity of capital goods or of investment funds in socialism. Cap- 
ital goods can be produced in increasing amounts if only we are willing to 
allocate more labor to their production. The only primary factor of pro- 
duction, the socialist might say is labor, and capital goods produced by 
labor are therefore only as scarce as the labor used in their production. 
And thus we seem to be thrown back once again on the labor theory of 
value. 

There is, however, a serious flaw in this argument. It is by no means pos- 
sible to requisition any desired quantity of labor (and of already produced 
capital goods and natural resources) for the manufacture of new investment 
goods. Assuming full employment, the output of consumers’ goods has to 
be restricted if we want to increase the output of producers’ goods. Of 
course, as we produce more investment goods, the productive power of the 
economy grows, and we are, therefore, able in the long run to produce 
more consumers’ goods. It is indeed for this reason that we are always 
eager to introduce newer and better machines. But the increase in pro- 
ductivity from new investment does not occur until later, and in the mean- 
time we must forgo even that satisfaction which could have been derived 
from spending the funds which we instead chose to save and invest. 

Modem production processes are time-consuming and roundabout. The 
construction of capital goods takes time. In addition, many capital goods 
are very durable and render their full services only over long periods. Thus 
some time must elapse before there can be any increase at all in the satis- 
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faction of consumers’ wants, and a mucli longer tune must pass before a 
given durable capital good has rendered all the services which it will be 
able to render dunng its lifetime This idea has been expressed by saying 
that the satisfaction of wants must be wmted for We get more consumers’ 
goods m the future, but at present, kss than would otherwise be possible 
Obviously, It would be absolutely unpossible to allocate all our available 
resources to the production of capital goods As indicated m Chapter 2, 
this IS one of those basic truths which are mdependent of the economic 
organization of our society and even independent of whether an mdividual 
hves m isolation or as a member of a social economy Let us demonstrate 
this for several difierent econormc systems 
An isolated farmer spends a large part of his time cariymg water from 
the water hole He desires very much to dig a well but can never spare 
enough time to do the job The capital good, though very useful and m 
the long run laborsavmg is beyond fais reach because of the constant pres 
sure of his daily struggle for existence 

This fanner’s economy is isolated and not part of a social economy, but 
his case 13 repeated by the economies of poor countries, like India, where 
millions live on a starvation level simply because they are not productive 
enough to be able to set aside a sufficient amount of savings for the pro* 
duction of other than unmediately needed goods We meet here with a 
most crucial problem of economic development 
In an unplanned economy total savings are determined by many factors 
Important among these factors are income level and mcome distribuUon 
As total mcome mcreases, consumption, though increasing in absolute 
figures, tends to decrease relatively, so that a greater proportion of the 
growmg national income is being saved A higher level of consumption 
carries with it a growing wiUmgncss to forgo some consumption in the 
present in the hope of bettcrmg the opportunities for consumption m the 
fiiture We see agam how saving is made possible only by hirutmg cuTTeot 
expenditures on consumption 

In an authontarian economy the rate of accumulation is determined by 
the dictator, who can arbitrarily divide the available factors of production 
between consumers’ goods and capital goods industries He may enforce a 
starvation level of consumption, but even he cannot ignore consumers’ 
goods production altogether 

The liberal socialist economy, too, udll have to decide on a rate of ac- 
cumulation, 1 e , It must somehow choose between present and future con 
sumption It may desire both a more equal mcome distnbution and a 
higher rate of capital formation and economic growth than would prevail 
imder capitalism Here it faces a ddemma because a higher real income 
for the masses mihtates agamst a high rate of accumulation 
We see that the problem of capital accumulation is essentially the same 
m all systems It is a conflict betweea the reluctance to cut down a possible 
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present consumption level and the desire to raise the standard of living in 
the future via increased production of capital goods. Assuming full em- 
ployment, it is therefore not difficult to find the reason for that specific 
scarcity which leads, in capitalism, to the payment of a special price for 
the use of loanable funds. 

Liberal Socialism and Interest 

Now we must return to the question of whether the liberal socialist 
economy, too, would have to make use of interest charges for the purpose 
of adequate calculation and adequate factor allocation. 

Since the rate of interest is a price, it must, like any other price, rest on 
the fact that the commodity or service for which it is paid is both useful 
and scarce. We have just seen that investment funds would be scarce in 
any social economy. Similarly, it is quite evident that capital goods are 
useful, that the efficiency of production increases when labor is supported 
by tools and machines. This fact has never been denied by socialist writers. 
If anything, socialists want to use more capital goods than capitalism man- 
ages to produce. We are therefore entitled to say that capital goods in- 
crease labor’s efficiency, that it is desirable to have more capital goods, 
that investment funds are always relatively scarce, and that this situation is 
independent of the institutional framework of the economy, applying there- 
fore to liberal socialism quite as much as to capitalism. 

Since the liberal socialist economy cannot have all the capital goods 
that it would wish to employ, it has to be very careful to produce those 
which are the most useful. The question is not only how many capital goods 
should be produced during a period but also which capital goods should be 
selected, which industries should enjoy the advantage of being able to sup- 
port their labor force with newer and better equipment. This second ques- 
tion is not yet solved when the central authority of the liberal socialist 
economy has decided on the total amount of capital goods production. The 
total can be determined arbitrarily, but the allocation of investment funds 
to different industries must not be decided in an arbitrary fashion. We have 
to know whether more steel, tractors, automobiles, roller bearings, or 
printing presses ought to be produced, and how far the expansion of pro- 
duction should go in each case. A consistent solution to this problem is 
possible only when we make each user of investment funds pay or “account 
for” the same rate of interest. This rate must be high enough to equate 
demand and supply both in the economy as a whole and in each industry. 

Two objections might be made to these conclusions. It could be said 
that, since investment funds are expressed in terms of money, an inexhaust- 
ible amount of these funds could be supplied through the creation of money. 
But it is quite obvious that the resulting price inflation would be astro- 
nomical. 
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The second objection seems to be more reasonable It could be said that, 
m the socialist economy, the goveranient simply limits the allocation of in 
vestment funds “according to plan ’* But this does not solve the question 
of securing the most economical use of a limited supply of investment funds 
Mere reference to a plan does not suffice, or it only leads to the question 
of how the plan can be designed to aUt^ate resources m the best possible 
way to secure the ends of the plan Will not the planners themselves need 
the guidance of uniform prices? 

In the liberal socialist economy we face the additional difficulty that the 
production process is supposed to produce the goods which consumers most 
want The only way, however, to establish an order of pnonty which ac- 
curately reflects the relative mtensities of numberless consumer demands 
is to compare, for each good, the price which consumers are wiUuig to pay 
and the cost of production. But costs must include not only labor costs, 
past and present, and expenditures for scarce natural resources, but also 
interest on the invested capital No production which is unable to cover 
interest charges should ordinarily be undertaten 

Of course, the government of a hberal socialist cpuntiy may decide to 
finance the production of cenain soaally desirable items at interest rates 
which are substantially losver than the equilibnum rate In capitalism too, 
this practice u often followed, as, for instance, when low cost housing is 
subsidized out of public funds in an attempt to counteract certam effects 
of an unequal income distribution 

The liberal socialist may argue that bis regime is less likely to violate 
the pnnciple of free choice of consumption for such reasons because in 
come distribution will be much more neatly equal than under capitahsm 
This may be true On the other hand, as we shall sec later on, the planned 
character of the socialist economy may lead to frequent deviations from 
the allocation which consistent pnetng would haw brought about If we 
insist on a central plan, the presumption is that deviations from consistent 
allocation (according to the ebangmg wishes of the consumers) will be- 
come a permanent feature of the liberal socialist economy 

How is the rate of mtercst to be detcimmed where a genume market for 
mvestment funds does not exist, where the government determines accu 
mulation, and where the demand for mvestment funds comes exclusively 
from publicly owned and managed producing umts? 

A sunple solution to this problem suggests itself The authonties could 
set a rate, say 5 per cent, and rule that all managers applymg for invest 
ment frinds would have to pay this rate A manager could pay the rate only 
if he were able to sell his product for a price high enough to cover his 
added cost of production 

This may be the best solntion In its favor we can pomt out that the 
unique uniformity of this pnee (as a percentage rate per penod of time 
of the sum borrowed) lends itself to convement central regulation It has 
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done so for a long time in central banking. More recently, not only has 
the interest rate been regulated as an instrument of monetary policy, but 
interest rates have also been kept artificially low to stimulate private in- 
vestment, to reduce the cost of ser\’icing the public debt, or to prevent losses 
by institutional investors. 

Whereas in capitalism a cheap money policy constitutes a deviation 
from a market rate which could establish itself without the government’s 
interference, we must remember that in socialism an arbitrary setting of 
the rate of interest would always be necessary. 

In both capitalism and socialism the creation of credit can augment the 
supply of investment funds out of savings and thus lower the rate of in- 
terest which equalizes demand and supply; and in both systems inflation 
and deflation can be used as ex post indicators of whether the rate was set 
too low or too high. If the government wants to maintain an artificially 
low rate it can, of course, counteract inflationary effects through price 
controls, rationing, and priorities. Such an action w'ould mean, however, 
interference with free consumers’ choice. 

Suppose that, with a given rate of accumulation, the rate of interest 
should be 8 per cent but that the government decides to use a 3 per cent 
rate. Some of the following consequences can be expected: 

(1) The gap between the demand for and supply of investment funds 
is being filled through credit creation. Price inflation will ensue at high 
employment. 

(2) Price controls can be used and consumption will be cut down by 
rationing rather than by price inflation. 

(3) Since there are more investment opportunities at low than at higher 
rates, the allocation of investment funds will become arbitrary. In par- 
ticular, resources will tend to be guided into long-term investments, where 
interest rates are more decisive as cost factor. 

(4) The ensuing difficulties may eventually lead to the request that the 
tighter and consistent controls of a central plan be substituted for haphazard 
allocation among all those who are willing to pay the low rate of interest 

The Allocation of Natural Resources 

We had to criticize Marx for his narrow definition of commodity, which 
excluded such gifts of nature as soil, water power, coal beds, etc. Because 
these gifts of nature are scarce in relation to the demand for them, their 
price must exceed the cost of labor and capital used in iriaking them avail- 
able for production processes or for consumption. 

In a country where land of various qualities has to be used because land 
of the best quality is in short supply, the land of superior quality yields 
a rent income to its owner, whether he be private or public. The price of 
any product must cover its cost of production on the poorest land used for 
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Its producUoa, rent is the difference between this pnce and the lower pro- 
duction cost on better land Rent, therefore, is the equivalent of saved la- 
bor and capital cost It indicates the special scarcity of a production factor 
and must appear in some form lo a consistent accounting process m any 
economy — mcluding a socialist one 

Profit and Risk 

Most soaahsts agree that the decisions of public managers are no longer 
to be guided by the aim of maximizing profits In order to understand the 
implications of this attitude, we must analyze the different meanings of 
profit, profit motive, and profit maximization in capitalism 

A C Pigou stresses the difference between profit and profit motive Profit 
IS the difference between outlay and receipt, it implies the performance of a 
middleman’s function Profit motive, on the other hand, is often sunply 
synonymous with the desire for personal gam, the attitude which we called 
“acquisitiveness ” * In this sense everybody would tend to “maximize his 
profits ’’ Even m hberal socialism the worker or manager who would leave 
his job to accept a better one in another plant or mdustry would be acting 
m response to the profit motive But this is not what we usually refer to 
when speaking of maximization of profit We are then speaking of profit as 
an entrepreneurial income and the desire to make this difference between 
outlay and receipt as large as possible 

What will happen to profit maximization in this narrower sense m a 
liberal sociahst system'^ Will pubhc managers be told to maximize profits, 
1 e , to use the publicly owned land and capital at their disposal to earn the 
greatest possible returns for the government'’ Since all profits are the gov- 
ernment’s, the proposal would not be incompatible with the socialist char- 
acter of the system Neither, however, would it serve the best possible allo- 
cation of the means of production with reference to consumers’ preferences 
Maximization of profit certainly cannot be an end in itself in the hberal 
socialist economy The government does not need a maximum profit for 
purposes of capital accumulation, it can raise the necessary funds through 
taxation or other methods 

But the fact that profit! axe made ui a plant ox induxtr^ rt, ul itself., an 
important indicator that production in this plant or industry should be ex- 
panded As production expands, profits will disappear Public managers 
should therefore use profits as an indicator to prove that their particular 
plants or industries are entitled to further expansion 

Profits as indicators perform a neccKary function in the liberal socialist 
economy They lead to the most desirable allocation of the nation’s pro- 
ductive resources and are constantly ehminated by continuous reallocation 
of the factors of production For the managers of plants and industries, the 

•AC. Pigou, Socialism versus Capltahsm (London Macmillan & Co Ltd , 1937), 
pp 3 5 



181 


Liberal Socialism and Factor Allocation 

principle of profit “maximization” is actually reduced to the effort of keep- 
ing costs as low as possible. Profits, however they originate, should lead to 
an increased allocation of loanable funds for expansion. Even if profits are 
caused by a monopolistic position, this rule would apply> since expansion 
of production would eliminate our basic objection against monopoly — ^its 
artificial limitation of production. 

In capitalism, profits are an indicator that equilibrium has not yet been 
fully achieved, and suflicient competition should thus lead to equilibrium 
of demand and supply at cost prices. Although liberal socialism may aim 
more directly at equilibrium at cost prices, temporary profits will appear in 
the process of approaching equilibrium. Indeed, such profits are the gauges 
necessary for steering the allocation of resources. 

Legitimate (i.e., nonmonopolistic) profits may appear for two reasons. 
Either the managers concerned have met with greater demand than they 
had foreseen, or they may have developed methods of reducing costs. In 
both cases they can claim additional investment funds; in both cases they 
have the means of servicing the loan of additional funds. 

Often the reduction of production costs wUl be impossible vrithout the in- 
troduction o^ labor-saving machinery. In such cases investment funds must 
be obtained before the anticipated cost reduction can be achieved. Doubts 
may here arise whether the claimed increase in labor efficiency will actually 
materialize. In other words, the proposed investment is risky. Similarly, 
the anticipation of a growing or entirely new demand will involve risk. 
Where a growing demand is to be met, we could decide that this demand 
must first evidence itself in the form of higher product prices, of an excess 
of demand over supply. In the case of anticipated demand for a new prod- 
uct, however, this is not possible, and risks will have to be taken. 

In the case of new production methods and new products it is conceiv- 
able that a “risk-premium” will be added to the rate of interest. Then 
only managers who believe they can cover this additional premium in their 
products’ sales price (or through lowered costs) will be g^ven the neces- 
sary funds. Certainly we cannot employ scarce resources in an entirely 
speculative way; on the other hand, we cannot stop probing new tech- 
niques and new markets. 

If these decisions are difficult in consumers’ goods industries, they be- 
come extremely complex in all earlier stages of production. These earlier 
production stages are, in some cases, far removed from the ultimate con- 
sumers’ goods which they help to produce. Thus a demand for investment 
funds may come from managers who produce only parts of capital goods, 
and the capital goods, in turn, may not yet be used in the final stages of 
production. Furthermore, we know that the demand for investment goods 
in capitalism is subject to a “magnification” which can create substantial 
cyclical movements.'* The explanation of this phenomenon does not sug- 
gest that it is limited only to capitalism. 


* See above. Chapter 8, pp. 87-89. 
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Pricing and Planning 

Socialists say that the instability of capitalism is caused by its reliance on 
the blind forces of the irarket, by the decisions of people who can see 
only a tiny section of the whole The implication is, of course, that the 
socialist economy would enjoy the advantage of central plannmg 
But does central planning provide us with a substitute for market pnces 
where no markets exist? Liberal soaalists are for decentralization, they be- 
lieve m as much freedom of management as can be made compatible with 
public ownership and they are aware that the necessary detailed knowledge 
of technological and other important data lies only with the men on the 
spot 

We should therefore assume that managers m a liberal socialist economy 
are not just fulfilling predetermined production quotas Predetermined cen 
tral planning is already excluded by the fact that production is ultimately 
to be guided by the consumer But between consumers’ demand and invest 
ment decisions in capital goods industries lies a big gap, which must be 
bridged either fay planning an integrated production program or by con 
sisteotly extending the pncing process from real consumer and labor mar 
kets (via a somewhat artificial capital market) mto the area of capital goods 
production 

The theory of liberal socialism has to show how central planning can be 
squared with consumers’ sovereignty and how consistent pncing is com 
patible with artificial markets where pubhc managers deal exclusively with 
other pubhc managers Liberal socialists want to combine planmng and 
pricing From this combmaUon they hope to denve a system which prom 
ises the advantages of both freedom and conscious collectivist planmng 
The crucial economic problem of liberal socialism is the substitution of 
new methods of cost calculation and factor allocabon for those which 
abolition of the capitahst system has removed If it is impossible to mam 
tain an adequate pncing process liberal sociahsm may be doomed, be 
cause production can no longer follow the command of the consumer, and 
the central authonty will have to rule by “arbitrary” decision 

If on the other hand, a comprehensive pncing and accountmg process 
can be created withm a socialist framework, most problems indicated m 
this chapter will have found an answer, at least on the theoretical level 
The most essential question is therefore whether or not the liberal sociahst 
economy can reproduce the capitalist pncing process without the founda 
tion of several typically capitalist institutions pnvate property in the ma 
tenal means of production, market exchanges between independent firms 
actual competition, nsk taking and the profit motive 
But even if we were successful on this score, could the liberal sociahst 
economy then still claim for itself &e advantages of central planning? 



CHAPTER 16 


BLUEPRINTS FOR A LIBERAL 
SOCIALIST ECONOMY 


Abstract Solutions 

Socialist writers who have dealt with the problems which were enumerated 
in the preceding chapter can be divided into four groups. 

A first group suggests that money be abolished and that necessary cal- 
culations be carried out in natura, i.e,, in work hours, tons, kilowatts, etc. 
Only writers who are completely bewildered will try to “improve” the so- 
cial-economic system by depriving it of the services of a common unit of 
account, the sine qua non for consistent factor allocation. These proposals 
are not worth studying.^ 

A second group proposes abstract solutions in the hope that its proposals 
could somehow be made to work in the real world. A brief discussion will 
show that these blueprints have not managed to bridge the gap between 
theory and reality. 

A third group recommends a practical trial-and-error solution, and it is 
with this proposal we shall be mainly concerned in the present chapter. 

The fourth group, too, suggests a practical approach, but since it is em- 
phasizing central planning at the expense of consumers’ sovereignty, its 
proposals will be discussed in Chapter 18 — as an authoritarian solution. 

The proposals we shall discuss first are those of the second group, i.e., 
abstract schemes which merely indicate the problem but do not offer any 
really convincing recommendations for a practical solution. 

Some socialists think it possible to provide for adequate calculation in 

1 See, however, the criticisms of the following: T. J. B. Hoff, Economic Calculation 
in the Socialist Economy (London; William Hodge and Company, Ltd., 1949), 
Chap. IV; Franz Haber, Untersuchungen Sber Irrtiimer moderner Geidverbesserer 
(Jena: Gustav Fischer, 1926); Arthur W. Cohn, Kann das Geld abgeschafft werden? 
(Jena: Gustav Fischer, 1920). 
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socialism by reference to the possibihty of an “imputation of quantitative 
significances ” Eduard Heimann, for example, says that the valuation of 
consiimpt on goods is “reflected” in the valuation of the factors of produc- 
tion that market prices of consumers’ goods are “transmitted ’ through all 
the stages of production, that the values of consumers’ goods and of the 
factors of production arc connected by an “elastic string,” and that it is 
consequently possible, even if private properly in the means of production 
IS abolished, to ‘ calculate the significance of each factor in the manufacture 
of goods if the pnces of the products arc given ” * 

This IS not a solution of the allocation problem, it is not even a correct 
statement of the issue What we need is not an ex post facto imputation of 
commodity prices but an answer to the question of what costs are to be 
incurred in view of a given demand for consumers’ goods Cost data can 
be obtained only from an independent and consistent valuation of the sep- 
arate factors of production, which can be combin'*d in an infinite variety 
of ways T J B Hoff rightly points out that factor values cannot be im 
puled exclusively from the values of the final products “This could only 
be done if the factors of production were always used in fixed proportions 
and they were only used to produce a single product ” * 

For a practical solution u is also not enough to imagine as Carl Landauet 
suggests ‘ each good changed from one employment to another until it has 
actually obtained its highest attainable significance " * Kobmson Orusoe 
can perform this task because he knows all the relevant data and hu miad 
registers instantly all the changes of these data But when the aggregate de- 
mand m the social economy rests on innumerable individual priority scales, 
when the division of labor is earned to the extreme, when the enormously 
complex process of production and distribution is beyond the power of 
comprehension of any individual or even of d central planmng board, then 
any imputation other than throu^ a comprehensive pnemg process is im- 
practical 

It has been suggested that the factor allocation could be handled by a 
system of simultaneous equations which could be solved and would, in one 
tremendous comprehensive calculation, determine the interrelated prices 
of consumers’ goods intermediate goods, and the factors of production 
For instance Gustav Cassels equations have been used for this purpose’* 
But it is quite obvious that these equations do not provide us wiUi a prac 


2 Eduard Heimann Mehrwert und Gememwirtscnaft kritisclie und posine Beitrage 
iir Tl eone des Sozialismus (Berlin Robert Engelmann 1922), Kapitahsmus und 
(Potsdam Alfred Proite 1931) 

® HofT op cil p 123 

<Carl Landauer Planwirischaft und Verkehnwirtschaft (Munich Duncker und 
Humblot 1931) p 119 

S e below Appendix to Chapter 3 pp 320 328 Tor a solution based on the Cas 
^elun equuicns see Klaire Tisch H irtschafUrec/mung und hrleiliing in zenlral 
ij/ivt/i orj^ ns trie i so^ialistischen Gemeintsesen (Wuppertal Elberfeld 193?) 
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tical solution of the allocation problem in liberal socialism. Cassel knew 
that his equations could not be solved, for the demand functions are un- 
known.® 

Enrico Barone uses a system of equations to show that the Ministry of 
Production in a collectivist state would have to use “all the economic cate- 
gories of the old regime . . . : prices, salaries, interest, rent, profit, saving, 
etc.” ^ He comes to the conclusion that “it is conceivable . . . that with 
a vast organization for this work it would be possible to collect the in- 
dividual schedules for every given series of various equivalents, including 
the premium for deferred consumption.” But, he continues, “it is frankly 
inconceivable that the economic determination of the technical coefficients 
can be made a priori, in such a way as to satisfy the condition of minimum 
cost of production. . . .” ® 

Vilfredo Pareto, who like Cassel and Barone, uses a system of simul- 
taneous equations, says. 

It may be mentioned here that this determination has by no means the 
purpose to arrive at a numerical calculation of prices. I^t us make the 
most favorable assumption for such a calculation, let us assume that 
we have triumphed over all the difficulties of finding the data of the 
problem and that we know the ophelimites of all the different com- 
modities for each individual, and all the conditions of production for 
all the commodities, etc. This is already an absurd hypothesis to make. 
Yet it is not sufficient to make the solution of the problem possible. 
We have seen that in the case of 100 persons and 700 commodities 
there will be 70,699 conditions (actuaUy a great number of circum- 
stances which we have so far neglected will still increase that number) ; 
we shall therefore have to solve a system of 70,699 equations. This 
exceeds practically the power of algebraic analysis, and this is even 
more true if one contemplates the fabulous number of equations which 
one obtains for a population of forty millions and several thousand 
commodities. In this case the roles would be changed; it would not be 
mathematics which would assist political economy, but political econ- 
omy would assist mathematics. In other words, if one really could 
know all these equations, the only means to solve them which is avail- 
able to human powers is to observe the practical solution ^ven by the 
market.® 


Sec Appendix, footnote 3 to p. 323. 

7 Enrico Barone, “The Ministry of Production in the Collectivist State," in CoUec- 
tivisi Economic Planning, ed. by F. A. Hayek (London: George Routledge & Sons, 
Ltd., and Kegan, Paul, Trench, Trubner & Co., Ltd., 1935), Appendix A, p. 289. 

8 Ibid., p. 287. 

8 [Vilfredo Pareto, Manuel d'economie politique, 2nd ed., 1927, pp. 233-234.] Quoted 
in F. A. Hayek, “Socialist Calculation: The Competitive ‘Solution’,” Economica, New 
, Series, VII (1940), 125-126. 
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It IS interesting to note that the three authors, Casscl, Barone, and Pareto, 
whose equation schemes have been used to prove the feasibility of ade- 
quate accounting in socialism, arc all convinced that their schemes do not 
offer a practical solution for the problems of socialist factor allocation 

H D Dickinson, too suggests a mathematical solution “Given, at each 
end of the chain of production,” he says, “a free market for finished goods 
and for productive services, the pnccs and the quantities that would exist 
if the intermediate goods were sold tn a market, could, theoretically, be de- 
termined ’ What does ‘ theoretical” mean in this case? Since Dickinson’s 
book wishes to prove only “that, as far as pure economics is concerned, a 
socialist economy is at least theoretically possible,” ** we cannot contradict 
him However, Dickinson tries to show in detail how a socialist economy 
would work and how it would be quite superior to capitalism Furthermore, 
like Casscl he abandons the abstract nature of his system by letting his 
equations rest on the data produced by actual markets “at each end of the 
chain of production ” Obviously, then “theoretical” docs not mean “ab- 
stract ’ and Dickinson asserts that we could solve our problem by solvmg 
thousands or millions of equations 

When Lionel Robbins expressed doubts that this method was workable,” 
he was told by Oskar Lange that the central planning board of the socialist 
economy would not h'lve to solve millions of equations, because this task, 
obviously considered too big by Lange, would be made unnecessary through 
a method of trial nnd error ” 

Dickinson admits that the method of trial and error, which will be dis- 
cussed below, would not be * replaced entirely by cenlralixed price deter- 
mination based on the solution of thousands of simultaneous equations 
The reason is ihit the data themselves, which would have to be fed 
into the equntion machine, arc continually changing ” ** In other words, 
the expressions for consumers* decisions as a function of commodity and 
factor prices as well as technological coefficients, cannot be ascertained 
through the equations themselves 

These considerations are of the greatest importance for the theory of 
socialism because they show that pricing in socialism has to rest on actually 
known prices whether they arc supplied by the functionmg of real markets 
or are stt by the government 


H D D ckinson T conomics of Soctalam (New York Oxford University Press 
tM9) p 104 
” ff)U p 13 

'■‘Lionel Robbins The Great DepressUm (Lnaiion Macmillan & Co Ltd 1935), p 
IS] 

'*Osknr Lange and Fred M Taylor, On the Economic Theory of Socialism (Min 
ncipol s Univtrsiiy of Minnesota Press, 1938). p 88 Copyright 1938 by the Urn 
vers t) of Minnesota 
"Dekinson op cil p 104 
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The Trial-and-Error Method 

If the liberal socialist economy is to rest on a comprehensive pricing proc- 
ess, this pricing process must be more than an abstract scheme. Each per- 
son — consumer, worker, plant manager, industrial manager — must have 
data on which to base his decisions. Such a pricing process must be very 
similar to the price mechanism of the capitalist economy. The basic prob- 
lem of liberal socialism in the economic field is the creation of sucTi a pric- 
ing process within the structural environment of socialism. Where real 
markets exist we can expect to find equilibrium prices which equalize de- 
mand and supply. Where no real markets exist prices can be set arbitrarily 
by government authorities. 

On the basis of a complete set of prices the different members of the 
liberal socialist economy can make their decisions. They will buy which- 
ever commodities they desire to buy, they will work where their skills are 
offered the highest wages; and managers will produce only commodities 
which consumers want to buy and will keep costs of production as low as 
possible. 

Once all these decisions have been carried out, it will be seen by the man- 
agers that the original prices will have to be changed. Real market prices 
may change automatically, while set prices will have to be adjusted by the 
central authority or by the managers. Where it becomes obvious that at the 
set price the amount demanded exceeds the amount supplied, the price 
must be raised; where unsold goods prove that the price was set too high, 
the price must be lowered. 

After these changes have been made, the members of the liberal socialist 
society act once more according to their interests or — ^in the case of man- 
agers — according to rules of behavior prescribed by the government. This 
time the result should be more satisfactory, unless changes in the basic 
data have occurred (e.g., technological changes). Witliout such exogenous 
changes the system could gradually find an equilibrium position in which 
all factors of production are employed, consumers get the commodities 
they desire, and factors of productions are allocated among different indus- 
tries in such a way that demand and supply are equated at prices which 
cover production costs. 

This interesting proposal, which was made by Oskar Lange, D. H. 
Dickinson, and other liberal socialists, has been attacked from two sides. 
Some writers contend that a system of partially artificial pricing would not 
lead to the desired results. The capitalist economy, they argue, rests on the 
profit motive and on competition, and these driving and checking forces 
could not be reproduced by the socialist economy. The other attack comes 
from authoritarian socialists, who emphasize central planning. A system of 
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tnal and error implies, according to these cnUcs, a degree of dccenlraliza 
tion which would not leave enough room for planned action 
Basically, the trial and-error system is very simple and seems to answer 
Mises’ criticism Mises, we remember, argued that (1) a comprehensive 
pricing process is necessary for rational economic behavior, (2) the pnemg 
process has to rest on markets for all goods and for all the different hetors 
of production, and (3) markets can exist only under conditions of private 
property, charactenxed by the buying and selling of independent private 
consuming and producing umls who are driven by the acquisitive motive 
and kept in check by a sufhcient amount of competition 
Dickinson, Lange, Dobb, and others contend that Mises and his follow- 
ers used the term 'price" in the narrower meaning of market price, whereas 
it can also be used m the wider sense of ‘ terms on which alternatives are 
offered ” We are told that only puces in this wider sense ate indispensable 
for the choice between alternatives Maunce Dobb criticizes both Mises 
and the present writer for a "confusion between two distinct things be- 
tween the process of calculation and the source of the data foe calcula- 
tion ” “ 

Before we continue our study of the trial and-error bluepnnt we must 
emphasize that liberal socialists do not want to set up a highly centralized 
system On the contrary, they favor decentralization because they are 
aware of the fact that no central authority can possibly know, and compre 
hensively interrelate, all the relevant data If it could, it would not need a 
comprehensive accounting process, it would act like Robinson Crusoe 
Prices mean nothing to Robinson because he can compare the intensity of 
his wants and allocate the means of production in one decision The prob- 
lem of allocation m a modern liberal socialist economy, however, is far loo 
big to be solved without the aid of a pricing process and without a sufB 
cient degree of decentralization 

L D Trotsky stated the problem as follows 

If there existed the universal mind, that projected itself into the scien 
tific fancy of Laplace, a mind that would register simultaneously all 
the processes of nature and of society, that could measure the dy- 
namics of their motion and could forecast the results of their inter 
actions such a mind, of course, could n prion draw up a faultless and 
an exhaustive economic phn beginning with the numbers of hectars 
of wheat and down to the last button for a vest In truth, the bureau- 
cracy often conceives that just such a mind is at its disposal, that is 
■why it so easily frees itself from the control of the market , but 
in reality the bureaucracy errs frightfully in this appraisal of its spir- 

i» Lange and Taylor, op cit p 60 

1* Maunce Dobb Review of Collectnut Economic Planning ed F A Hayek m 
Economic Journal XLV (1935) 532 535 
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itual resources. . . . The innumerable living participants of economy, 
State as well as private, collective as well as individual, must give no- 
tice of their needs and of their relative strength not only through the 
statistical determinations of plan commissions but by the direct pres- 
sure of supply and demand. The plan is checked and, to a considerable 
measure, realized through the market. The regulation of the market 
itself must depend upon the tendencies that are brought out through 
its medium. The blueprints produced by the offices must demonstrate 
their economic expediency through commercial calculation.^’'^ 

The trial-and-error blueprint of the liberal socialist economy establishes 
a decentralized system. The actors on the economic stage are millions of 
consumers and workers and thousands of public managers. This system 
has two genuine markets, that for consumers’ goods and that for the services 
of labor (including managerial labor). Since there is no market for pro- 
ducers’ goods and for productive services except labor, “the prices of cap- 
ital goods and productive resources outside of labor are thus prices in the 
generalized sense, i.e., mere indices of alternatives available, fixed for ac- 
counting purposes.” 

The working principles of this system are as follows: Consumers, work- 
ers, and managers make their decisions on the basis of given prices. Con- 
sumers and workers will act very much as they acted under capitalist condi- 
tions. The principles and motivations of their actions arc therefore known 
to us. Self-interest will be sufficiently strong, and acquisitive tendencies will 
express themselves through price movements on genuine markets — pro- 
vided that the managers who sell consumers’ goods and buy the services of 
labor are duty-bound not to use their monopolistic and monopsonistic 
powers. This brings us to the most important problem of decentralization 
in a liberal socialist economy — the behavior of production managers. 

How Are the Public Managers to Act? 

The designers of liberal socialist blueprints are disappointingly vague when 
they discuss the rules of behavior for public managers. This vagueness is 
understandable, however, because here lies the crucial point of conflict 
between pricing and planning, between freedom and centra! control. Here, 
also, it becomes obvious that the socialist economy can no longer follow 
the capitalist model. Public ownership of the material means of production 
eliminates, where it exists, individual private enterprise; and government 
management must therefore be substituted for the activities of the capitalist 
entrepreneur. 

IT L. D. Trotsky, Soviet Economy in Danger (New York: Pioneer Publishers, 1933), 
pp. 29-33. 

T® Lange and Taylor, op. cit., p. 73. 
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At this point socialist wnters argoe, first of all, that the difference be 
tween socialist and capitalist management is not so great as it may appear 
Since government ownership and management is, mainly, to apply to cer- 
tain strategic fields within industry, transportation, commerce, and banking, 
ii IS sJggested that we should compare public managers in liberal socialism 
with managers of large corporations in capitalism 

We have already emphasized the importance of the division of ownership 
ard control in Chapter 5 Paul Swee/y concisely describes the resulting 
change in capitalist leadership as follows 

The typical capitalist enterprise outgrew the personal entrepreneur 
His functions and responsibilities were now split up among a number 
of more or less separate groups The function of the capitalist — to 
provide capital — was assumed by shareholders whose only concern 
was the state of the corporation s profit and loss account and the price 
of Its shires The functions of employer of labor, organizer of produc- 
tion and salesman of commodities were taken over by a hierarchy of 
sahried officials, engineers and accountants, who became increasingly 
spevnhicd and espert in their respective spheres of activity Final 
authority in a corporation of this sort lies with a board of directors, 
nominally elected by the body of shareholders but actually chosen by 
a complex process in which not only those who exercise capitalist and 
entrepreneurial functions but also outside groups (such as bankers 
and important customers) normally play a part 

This IS a realistic description of the situation prevalent in parts of indus 
try which are of strategic importance and liable to be socialized first The 
internal structure of a socialist corporation tan, therefore, be modeled after 
the somewhat bureaucratic setup of the large capitalist corporation For 
this reason we assume that the problems of internal functional division of 
labor can be solved m a liberal socialist plant or industry Many of the spe 
cializcd functions can be performed by hired experts, who need no more 
incentive for competent work than that which the labor market can provide 
in the form of attractive salaries This statement is true for engineers, pro- 
duction managers, sales managers, accountants, etc As for the function of 
the stockholder, we have already seen that it must be performed by the 
government We should note, however, that the capitalist stockholder has 
perfonned more than the function of saving, he has, in addition, decided 
M here to invest his funds and what nsks to take Although the government 
can arbitrarily decide the total amount of accumulation, arbitrary decisions 
are no longer possible when we come to the problem of allocating invest- 
ment funds to different industries This allocation has to be consistent 
Investment funds must go to those industries where the productivity of 

** Reprinted from by Paul M Swnzy p 209 Copyneht, 1949 Courtesy 

of McGraw HiU Book Company, Inc. 



Blueprints for a Liberal Socialist Economy 191 

capital is greatest. In the end the marginal productivity of capital should be 
the same in all branches of industry. 

This problem of allocation cannot be waived aside by mere reference to 
the internal structure of the modem capitalist corporation. It is the most 
crucial problem — the problem of which industry is to expand and which 
is to contract. 

Whoever makes these most fundamental decisions in capitalism sup- 
posedly acts according to the profit motive. The answer to the question of 
expansion and contraction will be provided by those who are eager to pur- 
chase or produce additional capital goods and those who are willing to risk 
their funds in the venture. Characteristic of the capitalist solution is, in any 
case, the absence of a central investment plan. 

The problem of the socialist economy is to substitute for the profit motive 
certain rules of behavior which the public managers of plants and industries 
have to follow. 

In Chapter 15 we saw diat public managers will not be told to maximize 
profits; they are to use profits as a signal that production is to be expanded. 
But we had to realize that this rule is deceivingly simple, that it cannot 
easily be applied where new products and new techniques are in question. 
In these cases it is impossible to request allocation of loanable funds on the 
basis of known, demonstrable profits. Allocation of resources in expecta- 
tion of future profits and for the elimination of anticipated gains is a dif- 
ficult matter; it involves risks. These difficulties and uncertainties are par- 
ticularly great in the large area of intermediate goods production, which is 
precisely the area where the capitalist solution (based on genuine markets) 
has to be replaced by the setting of accounting prices and where private 
initiative and risk taking are first to give way to public management. Here, 
too, will be found the greatest emphasis on central development planning. 

Liberal socialist writers arc vague when they come to this crucial issue — 
the question of whether public managers are to follow a predetermined 
development plan or whether decentralization can be carried far enough to 
permit independent investment decisions by tliese managers. 

Liberal socialists are aware of the fact that detailed allocation of every 
bolt and screw by the central planning board is an impossibility, that de- 
centralization is of vital importance, and that the managers on the spot 
must be free to make whatever adjustments in production are necessitated 
by changes in techniques, demand, and factor supply. Those w'ho advocate 
the trial-and-error method want to express the effects of these changes in 
price changes and, temporarily, in profits and losses. 

The industrial manager is a socialist functionary who has no counterpart 
in the capitalist economy. Under normally competitive conditions we do not 
find companies which control a whole industry. The economic unit in capi- 
talism is the firm, and it is to be assumed that the firms in an industry act 
independently . 
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The liberal socialist economy, on the other hand, must have mdustnal 
managers The question o£ whe^ei a new plant should be added to already 
cxistmg producing units m a given industry caimot be decided on the basis 
of profit expectations of independent firms The investment funds come 
from the government, and the central plannmg board needs the advice of 
men on the spot The request for new producing umts m an industry must 
come from the specialist who, on the basis of cost-pnce calculations, can 
establish a claim to allocation of further funds The manager of an mdustry 
must know the cost schedules of the different plants, be must be able to 
decide whether it is better to enlarge existing plants or to build a new unit, 
be must be able to control the actions of the plant managers, his interest 
must transcend that of an individual producing unit The plant managers 
will be permitted to handle problems of a more local character, but the basic 
economic unit of the liberal socialist economy is the mdustry 


Questions of Cost Accounting 

Oskar Lange proposes that the managers of socialist plants and mdus 
tnes should act as though they were capitahst entrepreneurs in a competi' 
tive market We recall that the conditions of pure and perfect compeution 
in capitalism are that (a) the seller cannot infiuence the market pnce, and 
(b) evetybody is free to enter the industry Lange requests, accordmgly, 
that the centra planmng board should impress on managers, as an account- 
ing rule, that “all accounting has to be done or if prices were mdependent 
of the decisions taken For purposes of accounting, prices' must be treated 
as constant, as they are treated by entrepreneurs on a competitive mar- 
ket ” ** The industrial manager must see to it that the mdustry produces 
“exactly as much of a commodity as can be sold or ‘accounted for’ to other 
industries at a pnce which equals the marginal cost meurred by the industry 
m producing this amount ” This rule performs “the function which under 
free competition is earned out by the free entry of firms mto an industry 
or their exodus from it i e , it determines the output of an mdustry ” “ 
The plant managers must choose the methods of production “which mini- 
mize average cost” and “equalize marginal cost and the pnce of the 
proifuct 

To explain Lange’s requests, we have to recall how production adjusts 
Itself to demand in capitahsra under conditions of pure and perfect compe- 
tition At first we assume a constant cost mdustry In a constant cost mdus- 
try, production can be expanded through the addition of new plants whose 

See footnotes 3 and 10 to Chapter 7 
*1 Lange and Taylor, op ci/.p 81 
22 Ibid p 77 
p 78 
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average and marginal costs are the same as those of already existing pro- 
ducing units, ^ ^ 



Figure 1 


Figure 1 illustrates the production costs incurred by a firm (plant). ATC, 
the average total cost of production, or cost per unit of output, is the total 
cost divided by the number of units. Without entering into a detailed cost 
analysis, we assume that the typical producing unit has one production 
volume (0/1) where average total costs are at a minimum. This is, techni- 
cally speaking, the optimum. The reason for this assumption is the law of 
diminishing returns, which can be summarized as follows; 

An increase in some inputs relative to other comparatively fixed in- 
puts will cause output to increase; but after a point the extra output re- 
sulting from the same additions of input will become less and less; this 
falling off of extra returns is a consequence of the fact that the new 
“doses” of the varying resources have to work with less and less of the 
constant resources.^^ 

It should be noticed that this law of diminishing returns is quite independent 
of the social structure of the economy and applies to socialism as much as 
to capitalism. 

The marginal cost curve MC is derived from the same set of data as the 
average total cost curve ATC of Figure 1. If we produce 10 units at a 
total cost of $200 and 11 units at a total cost of $209, the average total cost 

Paul A. Samuelson, Economics (New York: McGraw-Hill Book Company, Inc., 
1948).p.23. 
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changes from $20 to $19 as v<c expand production The marginal cost, or 
the cost of producing an extra unit, is in our example, $9, \i 2 , the total 
cost of producing 11 units ($209) minus the total cost of producing 10 
units ($200) 

Whenescr marginal cost is lower than average total cost, average total 
cost decreases as production expands, because the inclusion of this extra 
(or marginal) unit lowers the average, but as soon as it costs more than 
the average total cost to produce an additional unit, i e , as soon as the 
marginal cost exceeds the average total cost, average total cost must nse 
From this we must conclude that marginal cost and average total cost are 
identical at the volume of output that minimizes average total cost To put 
'll diflercntl} the MC <.urve must intersect the ATC curve at the litters 
lowest point, and to say that an entrepreneur or manager should produce at 
lowest cost means that he should choose as his output (OA) that quantity 
show n at the intersection of the MC and A TC curves 

But Lange s liberal socialist managers have not only to produce up to 
the point where aierage total cost is mimmized They must, in addition 
equalize marginal cost and the price of the product In Figure 1 they have 
obeyed this rule because the price (Z> or MR) just covers the lowest average 
cost of production Because we assumed that cost curves are identical for 
all plants which constitute an industry, we must conclude that, m equilib- 
rium, the price must correspond to the lowest aierage total cost \Vhere 
It IS higher, profits would appear, where it is lower, losses would be in- 
curred, and expansion or contraction of production would lead back to 
equilibrium This would be (he result of pure and perfect competition in 
capitalism In liberal socialism the indostnal manager would have to see to 
It that the needed adjustments are made In all plants production will be 
carried to the point where average total cost, margmal cost, and price are 
identical, and in the industry (he number of produemg units and the total 
output will be so chosen that, with a given demand for the product, the 
price corresponds to the lowest average total costs in all the identical 
plants 

The case of an increasing cost industry is more controversial Here costs 
Will differ from plant to plant Take, for instance, the case in which land 
IS of varied quality As we add more produemg units, we find that their 
average total costs are higher than those of the older produemg units fn 
capitalism the entry of new high-cost firms is possible only if and when the 
price of the product covers the minimum cost of the marginal firm At this 
pnee, already existing firms will be able to expand production They will 
produce up to the point where marginal cost is equal to the ptice But since 
the minimum average total cost of the already existing firms is lower than 
the market price, total revenue will be higher than total cost in these firms 
If the advantages which the older firms enjoy cannot be duplicated by the 
newcomers, these “profits” cannot be elimmated Because of their perroa- 
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nent character we call them “rent.” Rent is the result of certain permanent 
advantages which enable some firms to produce a given output with less 
labor and capital than the marginal producer. 

y y 



dustrial managers to act? Two solutions suggest themselves: 

(1) The industrial manager can follow the capitalist model and lay 
down the rule that the plant managers should produce up to the point where 
marginal costs are equal to price. Only in the marginal plant would mar- 
ginal cost at this output be equal to average total cost. All other plants 
would earn an extra revenue, rent, which would be turned over to the gov- 
ernment. 

(2) The industrial manager could treat the whole industry as a unit, with 
costs figured as industrial averages. In this case the low-cost units would 
permanently subsidize the high-cost units and, in equilibrium, total cost and 
total revenue would be the same for the industry as a whole. 

Unquestionably the liberal socialist system could use method (2) and 
instruct the managers of increasing-cost industries to pass on to consumers 
the rent income from those unique advantages which some of the producing 
umts enjoy. At first this may seem the logical thing to do. The industry 
is the economic unit in the socialist economy and is treated as such in this 
method of accounting in terms of industrial averages. 

Nevertheless, method (1) should be used for the following reasons, 
we assume full employment of the factors of production throughout the 
economy, we see at once that the consumer does not necessarily gain, be- 
cause production in the individual industries concerned is driven further 
under method (2) than under method (1). Since we assume MI employ- 
ment, less of something else will have to be produced iii such a case. T e 
rent which goes to the government under case ( 1 ) will either lead, Moug 
increased accumulation, to production of producers’ goods or be distributed 
via social-dividend payments or.lower taxes and thus cause increased con- 



196 Economic Systems 

sumption The question of accumulation need not mterest us at the moment. 
Let us assume, therefore, that the consumer may choose either a higher 
money income, according to method (1), or lower prices for articles pro- 
duced under increasing-cost conditions, according to method (2) The basic 
principle of free consumers’ choice clearly favors method ( 1 ) This method 
also recommends itself because it makes the consumer pay a price equal 
to marginal cost and therefore equal to the alternatives sacrificed Rent can 
be interpreted as the price paid for scarce production advantages which 
enable us to save labor and capital Finally, method (1) recommends itself 
because it leads to the application of one and the same pnnciple to all 
industries and to all plants A system in whibh many industries would have 
to use shding cost averages would face rather formidable problems of cost 
accounting 

When industrial output can be increased under decreasmg-cost condi 
tions, the lower costs should be the deciding ones even if the average total 
costs of smaller, older, and obsolete plants cannot be fully covered This 
case is the opposite of the situation just discussed Again two pohcies are 
possible In policy ( 1 ) production is continued until marginal cost in the 
new plants is equal to pnee Since marginal cost is now lower than average 
total cost in the older plants, losses will be incurred in these plants In policy 
(2) production would stop when average cost for the industry equals pnee 
In this case the low-cost plants subsidize the high cost units To be con 
sistent, we again have to choose policy (1) Socialist writers, as well as 
A C Pigou, have argued that the negative rents or accounting losses in- 
curred under rule ( 1 ) should be covered by permanent subsidies These 
subsidies could be taken from a marginal cost equalization fund into 
which would be paid all positive rents arising in increasing-cost mdustnes ” 

Lange’s suggestions are based on the assumption that pure and perfect 
competition can be imitated by providing rules of behavior for socialist man 
agers However, the theory of monopolistic (or imperfect) competition has 
shown that the case of pure and perfect competition is not too often found 
in capitalism This means that many capitalist entrepreneurs know quite 
well that they can sell more at lower prices, that the demand curve, as they 
sec It, IS not of perfect elasticity, and that the demand and marginal revenue 
curves are not identical 

In the above discussion of purely competitive cases we assumed a de 
mand which appears to the businessman to be perfectly elastic He assumes, 
therefore, that at the given pnee (which he cannot influence) be can sell 
whatever quantity he produces If the price is one dollar, he can sell any 
additional unit for one dollar, and the demand curve (a straight horizontal 
line) IS identical with the marginal revenue curve (MR) 

25Dicknson op at p 108 Lange and Taylor, op cit p 77, A C Pigou The 
tconomics oj iVelfare 4lli cd (London Macmillan & Co Ltd 1938), Part 11 
Chap II 
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Lange sought to have this situation imitated by his breathtakingly simple 
request that the managers should behave as if the price were unalterably 
^ven. Applied to industries which decidedly are not purely competitive, 
this rule seems extremely artificial, because industrial managers know that 
changes in output and price must instantly affect the amount demanded. 

In many cases the producing units are far too big to permit a competitive 
solution, as indicated above; i.e., the question of how much to produce is 
not solved by the addition or subtraction of small producing units but rather 
by changes in the output of existing industrial plants. 



Figure 3 illustrates tliis case. The capitalist businessman will, of course, 
produce up to the point where the marginal revenue curve intersects the 
marginal-cost curve, since the firm’s profits are increased (or losses re- 
duced) as long as each new unit produced and sold adds less to total cost 
than to total revenue. 

How is the industrial manager in liberal socialism to behave? We may 
assume that he is fully aware of the situation, knowing that his sales depend 
on the price and, also, that his producing units are too big to permit the 
infinitesimal adjustments under Lange’s as-if method. 

Figure 3 suggests two possibilities for the manager’s course of action. 
He can either imitate the capitalist solution, produce amount OA , and hand 
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ihe profits over to the government, or he can expand production to point 
B, 1 C , until the average total-cost (ATC) and demand (DD) curves m- 
tersect, thus achieving equality of total-cost and total revenue 
We need not come to any defimtivc conclusion on this point All the 
above rules of behavior for industry and plant managers are of relatively 
minor importance Depending on how we formulate the rules, somewhat 
more or less of a commodity will be produced But, at full employment, we 
produce more of commodity A only at the expense of commodity B Far 
more important are the practical problems of management relations among 
managers and between managers and planning authorities, the psychological 
practicality of the proposed “as if’ behavior, protection against monopoly 
power, the degree of decentralization, the initiative of managers, dangers 
of bureaucratization, the possibility and importance of auditing, etc Next 
to (and connected with) the questions of accounting, allocation, and pne 
mg, these management problems are the most controversial issue of liberal 
socialist economics They will be dealt with m Chapter 17 First, however, 
we have to study the functions of the central planning board m the liberal 
socialist economy 


Functions of the Central Planning Board 

The central planning board of the liberal socialist economy has the follow- 
ing functions 

The planning board determines the rate of accumulation, i e , it draws 
the dividing Ime between producers’ goods and consumers’ goods produc- 
tion In saying that this decision is an arbitrary one, we do not want to 
imply that the political processes by which this decision is made cannot be 
democratic “Arbitrary” means only that the decision to accumulate is no 
longer dependent on the willmgncss of individual members of the com- 
mumtytosave Accumulation can take several forms (a) Individuals may 
still be free to postpone consumption, i e , to save (b) Money earned 1^ 
the government in form of interest, rent, or profit can be set aside for ac- 
cumulation (c) Government revenue from taxation may exceed the cost 
of current communal services (d) The creation of new money may cause 
price inflation and thus decrease the purchasing power in the hands of con- 
sumers From all these sources may flow mvestment funds, which are avail- 
able for capital goods production In addition, the government will receive 
amortization funds, which do not ncMssanly have to be invested m the 
plant or industry from which they came, rather, they should be added to 
the total fund and allocated according to the same general pnnciples which 
apply to the distribution of investment funds among different industries 

Closely related to the problem of accumulation is the problem of income 
distribution If the government paid its expenses and financed accumulation 
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exclusively out of interest, rent, and profit, no taxation would be required, 
and citizens would receive their wage income in full. While this situation 
would establish a very simple model, it would be just as arbitrary as any 
other method of determining the relative proportions of accumulation and 
consumption. 

As far as the distribution of income among members of the liberal so- 
cialist society is concerned, the central planning board could not act en- 
tirely arbitrarily. The labor market fulfills an important function, and the 
income distribution established by demand and supply on the labor market 
must not be “corrected” to such a degree that the labor market would cease 
to function. If a social dividend is paid, it must not be distributed with the 
intention of leveling the inequalities which the labor market creates. No- 
body would greatly care what wages were paid in a given field if he could 
expect relatively low wages to entitle him to a relatively larger share in 
the social dividend. That partial equah'zation of wage incomes is possible, 
however, is clearly indicated by the application of progressive taxation to 
earned income in capitalism. 

The central planning board must perform a very important function in 
the pricing process. Many prices are accounting prices which are arbitrarily 
set and subsequently changed when demand exceeds supply or supply ex- 
ceeds demand. Even consumers’ goods prices and wages are influenced by 
the central planning board. The demand for labor comes from public man- 
agers, and consumption goods are sold exclusively in public stores. Per- 
haps the managers of these stores are permitted to change prices frequently, 
but it is possible that this right is reserved to the planning board. The blue- 
prints are not clear on this point. 

We have seen that Lange requires accounting prices to be set by the 
planning board and not by industrial managers. “All accounting has to be 
done as if prices were independent of the decisions taken.” This rule, we 
remember, is necessitated by the stipulation that industrial managers (who, 
by definition, enjoy a monopolistic position) must be made to play at com- 
petition. This behavior becomes excessively artificial when the industrial 
managers know full well (and better than the men in the planning board) 
that present accovmting prices are wrong, but when they are nevertheless 
prevented from instantly making the needed adjustments. 

We notice here that this artificial system of pure competition prevents 
automatic adjustments of demand and supply even in the stUl-existing con- 
sumers’ goods markets and that it burdens the central authority with prob- 
lems which it ought to hand over to market forces. Obviously, Lange 
believes that socialist industrial managers cannot be entrusted with the 
monopolistic power which their position implies. Anyhow, the system of 
accounting prices has now been extended even to consumers’ goods markets 
where we thought we could rely on the direct equalization of demand and 
supply through instant price changes. 
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The central planning board, having been made responsible for all price 
changes, must adjust prices rather frequently to avoid dangerous discrcpan 
cies of demand and supply How long set pnees are to remam unchanged we 
are not told nor are wc told how the central plannmg board will proceed 
to integrate into a consistent pattern the tremendous number of pnee 
changes urged upon it by managers 

A particularly important function of the planning board is the allocauon 
of investment funds This allocation will be based upon the rate of interest 
in comparison with real or anticipated profits The function of the central 
plannmg board wd\ consist •wtsgbmg claims of diSertnt in- 

dustries agamst one another Such a survey can be made consistently only 
in general monetary terms and through a uniform price for the means of 
expansion — investment funds This pnce, the rate of interest, must be 
raised high enough to check sufficiently the total demand for available in 
vestment funds 

The central planning board cannot prescribe ibe exact amount of pro- 
duction for each industry, unless wc want to assume that the men in the 
central planning board have the knowledge to predict what, under changing 
conditions, marginal costs m each industry will be Wc have to remember 
that we assumed decentralization precisely because such universal koowl 
edge IS not at the disposal of the board Yet many socialist wnters etnpha 
size that the central planning board has ‘ a much wider knowledge of what 
IS going on 10 the whole economic system than any private entrepreneur 
can ever have, and, consequently, may be able to reach the nght equilibrium 
prices by a much shorter senes of successive trials than a competitive 
market actually docs ’ ** Dickinson points out that the organs of the col 
lective economy will have iflcoraparably more exact knowledge of one an- 
other s actions than enterprises under capitalism since all enterpnses work, 
as It were, within glass w alls 

This glass wall quality of the liberal socialist economy should not be 
overstated though it does conlam an element of truth Although managers 
of socialist industries can be better informed than capitalist entrepreneun, 
we must remember that there is no need for the capitalist entrepreneur to 
know more than the prospective demand price for his product and the cost 
of Its production The manager of the socialist indus^ laces a more tot 
midable task His aim is not the maximization of profit for a firm but the 
establishment of an equilibrium position for a whole industry He is to act 
as if prices were independent of his actions If he knows that prices arc 
wroncly set and that they must be changed soon, he is told, nevertheless, 
not to make use of his knowledge or his anticipations His wider knowledge 
docs not help him very much in this case 'rae knowledge of the private 

** Lange and Taylor, cir p 89 

Dickinson op cii p 213 See also ha article "Pnce Formation in a Socialist Com 
momtj ” Economic Journal XUH (1933),237 250 
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entrepreneur may be more limited, but so is his task; and he is permitted to 
make the most of what knowledge he has and to act promptly. 

The glass-wall quality of socialist plants and industries, furthermore, does 
not eliminate the need for effective decentralization. The superhuman 
mind which would register and integrate all known facts is not available. 
The question is not merely how much the industrial managers know; crucial 
is the ability of the central planning board to integrate into one compre- 
hensive picture the reports, accounts, claims, and counterclaims of indus- 
trial managers. 

The liberal socialist economy may have many more data in its files than 
has the capitalist economy; but the planned character of the system, the 
substitution of ofiBcial accounting prices for market prices, makes this 
knowledge imperative. The glass-wall character of the liberal socialist econ- 
omy, therefore, is not a net advantage; against it must be held the lack of 
automatic regulation through genuine markets. 

The central planning board will provide for the satisfaction of collective 
wants. It will take care of the public sector of the economy in much the 
same way that a capitalist government does. We must watch out, however, 
lest public ownership of the means of production tempt the central planning 
board into all-too-frequent application of the principles of collective want 
satisfaction. We know that even in capitalism the public sector has a tend- 
ency to grow relatively faster than the private enterprise sector of the 
economy. A corresponding trend in socialism may be even stronger. As in 
capitalism, the result could be an authoritarian system. 



CHAPTER 17 


LIBERAL SOCIALISM'S CLAIMS 


Between Capitalism and Central Planning 

The tnal and-error system which we studied va the preceding chapter is 
in many respects similar to the capitalist economy “Hiere is,” says Lionel 
Robbins, ‘ a certain aesthetic attraction m the contemplation of a project 
which, setting out to eliminate the institutions of a ’planless* socie^->^e 
'chaos of competiuve enterprise’ — arrives finally at an attempt to reproduce 
them ’ ' 

The mam question seems to be whether under these conditions the 
change from capitalism to socialism is worth while Is it not a rather 
roundabout exercise to abolish capitalism through public ownership of the 
material means of production, to introduce the planned economy, and then 
to decentralize the planned economy to such an extent that it becomes a 
mere replica of competitive capitalism? Even Oskar Lange asks, “ . but 
if competition enforces the same rules of allocating resources as would have 
to be accepted m a rationally conducted socialist economy, what is the use 
of bothering about socialism'^ Why change the whole economic system if 
the same result can be attained within the present system, if only it could 
be forced to maintain the competitive standard?” * 

The importance of this question is mcrcased by the possibility, on the 
one hand, of maintaining a high level of aggregate demand and employment 
in capitalism, plus the danger, on the other hand, that liberal socialism 
might develop into an authoritarian system 

We must compare liberal soaalism with liberal capitalism, i e , with the 

I Lionel Robbins The Great Depression (London Macmillan & Co Ltd , 1935), p 
153 

“ Oskar Lange and Fred M Taylor On the Economic Theory of Socialism (Mm 
neapolis University of Mmnesota Pre», 1938>, pp. 98 99 Copyright 1938 by the 
University of Mmnesota 
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system which we can expect to develop if we are willing to do all that is 
necessary to maintain a high level of productive employment, if we deal pru- 
dently with the problems of monopoly, and if we aim at the greatest amount 
of equality which is feasible in the capitalist economy. 

Against this type of capitalism we have to set the advantages promised 
by liberal socialism. In investigating these promises, we must make sure 
that liberal socialist assumptions are consistently maintained, that authori- 
tarian solutions are excluded. We shall notice a certain trend toward arbi- 
trary decisions by the central planning board. This is natural, for decentrali- 
zation and trial-and-error procedure are artificial creations in a system 
which is basically centralistic. The appeal of authoritarian solutions will be 
enhanced by the fact that the authoritarian system is more simply structured 
than a system which indulges in the luxury of broad civil and economic 
liberties. 

The economist has little to say on the political side of the issue. He cannot 
prove that democratic socialism is utopian, that we are bound for serfdom 
once we socialize the material means of production. He can show, however, 
that a trial-and-error system is not clearly distinguishable from a system 
which is planned by a central authority. We shall see that even socialist 
^vriters have expressed doubts that this decentralized solution will be able 
to wthstand the strong trend toward centralist planning which is character- 
istic of the modern socialist movement 


Income Distribution in Liberal Socialism 

In Chapter 5 we discussed income distribution in capitalism. We concluded 
that the capitalist distribution of wealth and income is quite unequal and 
that the possibilities for greater equality within the institutional framework 
of capitalism are limited. Private property in the material means of pro- 
duction, the connection of personal with functional distribution, private 
capital accumulation, and the importance of the profit motive — aU these 
features make more equal personal distribution difiBcult and, in some in- 
stances, capable of more harm than good. However, in the case where in- 
vestment opportunities are lacking, we saw that a more equal distribution 
could actually increase the national income by increasing aggregate ex- 
penditure. A more equal income distribution can be achieved by making 
social services available gratuitously. Among these services free education 
was seen to be particularly important as a means of reaching a more equal 
distribution in the future and of increasing the productivity of the economy. 

No doubt, liberal socialists can claim that their system will establish 
a more equal income distribution. This claim is based on the fact that public 
ownership of the material means of production eliminates the so-called 
unearned income of private persons. Interest, rent, and profit go to the 
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government However, we must remember that much of the unearned in- 
come m capitalism is either taxed away or saved and invested, it then 
serves to finance tasks which would lilawise have to be financed m social 
ism This part of the unearned income, therefore, would not be available 
for distribution to consumers in either capitalism or socialism 

As far as wages and salaries are concerned, most modern socialists do 
not aim at complete and rigid tquali^ It is now generally understood that 
the maintenance of free choice of occupation implies wage differentials If 
functional and personal distribution are to be one and the same on the labor 
market, liberal socialists wiU have to accept a substantial degree of in- 
equality 

H D Dickinson pomts out that “in a socialist system there is no essential 
connection between the value of labor and the payment of a sum. of money 
to a laborer ” * In other words, wages might be used for accounting pur 
poses only, while the national income would actually be divided up accord 
ing to such principles as perfect equality or payment according to need 
Dickmson’s remark refers, however, to authontarian rather than to liberal 
socialism Free choice of occupation makes it imperative that wage dif- 
ferences be used to guide workers into industries where their particular 
skills can be most productively used Aside from compulsory assignment 
there exists no method of labor allocation other than the offer of pecumaiy 
or other advantages Compulsory assignment violates the principle of free 
choice of occupation In liberal socialism wage differences are therefore 
used for more than accounting purposes, (bey are essential if labor is to be 
allocated without compulsion to the production of commodities which con 
sumers demand 

Oskar Lange believes that these wage differentials would be neghgible 
m view of the fact that “the choice of an occupation offenng a lower in- 
come, but also a smaller disutility, may be interpreted as the purchase of 
leisure, safety, agreeableness of work, etc , at a pnee equal to the difference 
between the money earned in that particular occupation and in others ’ * 

Are income differences ui the liberal socialist economy really “only ap- 
parent ’? ® In some cases a lower income may be offset by nonpecuniary 
advantages, such as leisure In many cases, however, jobs which are dis 
agreeable are also badly paid The cause of low wages in spite of ^eat 
“disutility” IS, of course, a relatively large supply of certain kmds of labor, 
and as far as this large supply is caused by more modest requirements m 
terms of the laborer’s natural endowments, the liberal socialist economy 
will not be able to equalize incomes, even m the meanmg of Lange’s broader 
mterpretation 


•HD Dickiasoo, Economics of Soctalism (New York Oxford University Press 
1939), p 119 

♦Lange and Taylor, op cU pp 10] IQ2 

p 102 
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T. J. B. Hoff has pointed out that Lange is really contradicting himself 
when “he starts by requiring differentiated income, but arrives at the con- 
clusion that the incomes are in reality the same. . . ® 

Of course, in the long run it may be possible to increase the supply of 
labor in the better-paid fields, once expensive education and training are 
no longer dependent on private means. We can agree with Dickinson: 

If obstacles to the mobility of labor were removed and if education and 
vocational training were really free and available to all who cared to 
take advantage of them, the supply of kinds of labor that are to-day 
scarce (skilled and professional labor) would probably increase and its 
economic value fall, so reducing the inequality in personal earnings. 

But we can hardly share Dickinson’s fantastic conclusion that 

in a socialist community it is possible that the dirty and unpleasant 
occupations would come to be the best paid, instead of, as at present, 
the worst; that a cabinet minister or a bank director might elect to 
serve for a few months as a dustman or a lavatory attendant in order 
to get enough money for a holiday trip.'^ 

Some writers argue that differences in income need not be so great that 
they correspond to differences in productivity,® and they ask why “the game 
caimot be continued just as well with counters of smaller size — ^why the 
difference between an income of S 3,000 and $4,000 should not be at least 
as strong an incentive as the difference between $3,000,000 and $4,000,- 
000 .” ® 

There seems to be some justification for this argument in view of a great 
deal of arbitrariness in the determination of very high salaries in capitalism. 
R. L. Hall may be right in saying that “the experience of companies and 
of the public service shows us that if the men in responsible positions are 
getting enough to mark them off from their subordinates, they will feel 
some duty to perform their functions conscientiously and will find their 
work interesting for its own sake.” We must be careful though. We saw 
in Chapter 5 that progressive taxation can severely interfere with productiv- 
ity. Similarly, the allocation of scarce labor skills could be distorted and 


CT. J. B. Hoff, Economic Calculation in the Socialist Society (London: William 
Hodge & Company, Ltd., 1949), p. 73. 

7 Dickinson, op. cit., p. 133. 

8 See, for example, J. M. Keynes, The General Theory of Employment, Interest and 
Money (London: Macmillan & Co. Ltd., 1936), p. 374; R. L. Hall, The Economic 
System in a Socialist State (London: Macmillan & Co. Ltd., 1937), pp. 160-161. 

« Abba P. Lemer, The Economics of Control (New York: The Macmillan Company, 
1946), p. 42. 
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their supply reduced if we tried to dimmish too much the wage differences 
which a free labor market tends to bring about 

The limitations of progressive taxation will be the same in liberal social- 
ism as in capitalism except that no attention need be paid to the prospect 
that pnvate capital accumulation will be adversely affected In liberal social 
ism, as m capitalism, taxation must not eliminate the differentials upon 
which the working of the price mechanism rests 
This statement is equally true for the distribution of a social dividend 
Lange emphasizes that 

the distnbution of the social dividend must be such as not to interfere 
with the optimum distribution of labor services between the different 
industries and occupations The social dividend must be dis- 
tributed so as to have no influence whatever on the choice of occupa- 
tion The social dividend paid to an individual must be entirely inde- 
pendent of his choice of occupation For mstance, it can be divided 
equally per head of population, or distributed according to age or size 
of family or any other principle which does not affect the choice of 
occupation 

By refemng to a social dividend, socialist writers sometimes create the 
impression that socialist citizens, instead of paying taxes, would receive 
a share m the government’s income However, only the consumed part of 
unearned income under captwUsm is available (or distribution, and even 
this part will be available only if the socialist economy does not aim at a 
higher rate of accumulation Since the “unearned ’ income of the govern 
raent (interest, rent, profit) must finance the public sector of the economy 
and take care of capital accumulation, it is most unlikely that without tax 
oiion anything wouid be left for the distribution of a social dividend But i( 
taxes have to be imposed to supplement the government’s income from 
public ownership of the material means of production, the social dividend, 
as a kind of reverse taxation, becomes a superfluous complication 


Bureaucracy and Productivity 

In discussing some conflicting opinions about the productivity of liberal 
socialism, we shall (as in Chapter 6) postpone the consideration of monop- 
oly and unemployment Wc ask, therefore, how liberal socialism and capi 
talism would compare if both were working on a sufficiently competitive 
basts and at high levels of employment Monopoly and employment ques- 
tions will be taken up presently 

Modern socialists have shown greater modesty than have their predeecs- 
Lange and Taylor, op cit pp 83 S4 
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SOTS in claiming superior productivity for socialism, but they still assert that 
the socialist economy would be superior to capitalism in productive effi- 
ciency. 

Some aspects of productivity in socialism were already briefly discussed 
in Chapter 6. We saw, for instance, that it is impossible to contend that 
scientific research is dependent on the private enterprise system. World 
War II and the utilization of atomic energ}' have inaugurated an era of 
government research projects which are, in scope, entirely beyond the 
reach of even the largest private corporation. Since these government proj- 
ects are feasible within the framework of capitalism, socialism’s criticism 
can be only that not all research is carried on in government laboratories. 
Paul M. Sweezy says. 

Each firm or industry seeks competitive advantage through research 
and can neither relinquish responsibility to the government nor pool 
resources with its rivals. Hence it is inevitable that under capitalism 
work of this kind should be undertaken on a comparatively limited 
scale and in an uncoordinated fashion. The advantages enjoyed by 
socialism in this respect are too obvious to require elaboration.^^ 

In addition, socialist writers suggest that such scientific results as are forth- 
coming may be more readily used in socialism than in monopoly capitalism, 
where new techniques may be suppressed to prevent the depreciation of 
invested capital. 

Critics of socialism, on the other hand, express doubts that socialist man- 
agers will make the same prompt use of new methods of production which 
is characteristic for capitalism under sufficiently competitive conditions. 

We know already that the comparison between socialist manager and 
capitalist entrepreneur does not lead to a clear-cut distinction between bu- 
reaucrat and businessman. On the capitalist side of the picture, we must 
be aware that the private enterprise system is no longer exclusively char- 
acterized by the entrepreneur-capitalist who singlehandedly makes all the 
important decisions, bears the risk, and earns the profit. It is true, that 
“when ownership and control are united in a single hand there is greater 
freedom of action, more scope for initiative, a greater readiness to attempt 
untried ways and to take risks, a quicker response to changing conditions, 
probably more drive, than are to be found either in joint stock companies 
or in any socialized industrial form.” Under present conditions, how- 
ever, the comparison must, to some extent, be between the public manager 
and the manager of the large private corporation. Socialists contend that 
in this comparison capitalism cannot maintain its claim to higher efficiency. 

Reprinted from Socialism, by Paul M. Sweezy, p. 213. Copyright, 1949. Courtesy 
of McGraw-Hill Book Company, Inc. 

13 A. C. Pigou, Socialism versus Capitalism (London: Macmillan & Co. Ltd., 1937>, 
p. 78. 
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Yet many soaabsts are, nevertheless, quite conscious of the problem of 
lacking incentives under bureaucratic management Oskar Lange, for in 
stance, asserts ‘ that the real danger of socmhsm is that of a bureaucratiza 
tion of economic life, and not the impossibility of coping with the problem 
of allocation of resources ” But be makes this concession to the cntics of 
sociahsm only because be believes that the same, or even greater, danger 
cannot be averted under monopolistic capitalism ‘Offiaals subject to 
democraUc control seem preferable to private corporation executives who 
pracucally are responsible to nobody ” ** 

Lange’s argument can be accepted where capitalist monopolies are guilty 
of exploitation, mefficiency, and the obstruction of economic progress 
Where a suffiaent degree of competition exists, however, Lange cannot 
demonstrate the greater bureaucratic tnefSciency which he attributes to 
capitahsm m comparison with socialism True, the capitalist corporation 
is responsible to nobody except for the fulfillment of contracts freely entered 
into But m this way it promotes effiaency and initiative rather than bu 
reauctatic slowness 

The essential difference seems to be as follows the capitalist corporaUon 
IS related to other firms only through the market, it buys and sells accord 
ing to pnce>cost relations and not lo order to fulfill predetermined quotas, 
It expands and contracts as profit expectations dictate In all these actions 
there is no red tape of the kind with which a socialist plant or industry 
would have to cope The manager of the socialist plant is responsible to 
the manager o£ the industry who, in turn, is responsible to the plaamng 
authorities The bureaucratic impediment lies in the external relations of 
plant or industry and not in iheirmternal structure 

Paul M Sweezy after having stated that ‘ economic units under socialism 
will be rationalized versions of the large corporation,” goes on to say that 
“the crucial difference, of course, will be that the objective of the socialist 
unit wUl be fulfillment of its share of the general plan, where the objective 
of the capitalist firm is the maximization of the profit of the corporation.’ 
This crucial difference explains precisely why the socialist umt may suffer 
much more from bureaucratic restnctioos than does its capitalist counter 
part 

Let us assume that a socialist plant manager has a new scheme to reduce 
costs The scheme requires the investment of a considerable amount of 
capital In capitalism the scheme would be introduced without preliminary 
difficulties and delays if it is expected to be profitable, no bureaucratic 
decision need be involved In the socialist economy investment funds can 
be obtained only from the state bank, and the manager does not have an 
opportunity to prove his new method by experiment till he has convinced 
the supreme economic council that his way of producing the thing is 


Lange and Taylor op at pp iQ9 
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cheaper.” Any proposed change must, together with potential changes in 
other plants, “be examined and approved by the authority, which in this 
connection will have to take over all the functions of the entrepreneur.” 

Thus we see that decisions which should rest on intimate knowledge of 
all existing circumstances are not made by those possessing this knowl- 
edge, viz., by the men on the spot, but rather by those in the upper strata 
of the socialist bureaucracy. The planning authorities, supposedly, act ac- 
cording to advice coming from the producing units, but the higher authori- 
ties cannot rely exclusively on the counsel of those whom they are to direct 
and control. As a rule the requests for additional funds wiU exceed the 
available supply, and the competing claims of many industries will thus 
have to be rated according to their relative merits. 

The essence of what we have been saying is that, in a planned economy, 
individual producing units are no longer integrated by the market, and 
what is not done by the market has to be done consciously by bureaucratic 
action.^^ 

When Oskar Lange says that the problem of bureaucracy is a more real 
danger to socialism than is the problem of allocation, he separates prob- 
lems which are closely related. Bureaucracy may flourish in socialism pre- 
cisely because real markets no longer exist, because there is a central plan, 
and because individual producing units must be required to fulfill the 
figures of the plan. The actions of the socialist manager will not automati- 
cally adjust themselves to the requirements of the plan. Managers must 
be directed and constantly controlled. Free and prompt guidance through 
prices will be supplanted by bureaucratic guidance via planned quotas and 
accounting prices, a procedure which may easily be more clumsy than the 
market. We see that it is the relations among different industries rather than 
the relations within individual producing units which will be most endan- 
gered by bureaucratic arthritis. 

True, the liberal socialist wants to use the trial-and-error system in 
order to avoid too much bureaucracy and to give to consumers and to labor 
the greatest possible amount of freedom. If the system works, decentraliza- 
tion will avoid some of the pitfalls of bureaucratic planning. If it does not 
work, if the planned character of the economy must be stressed more and 
more, then the bureaucratic apparatus must grow; and liberal socialism 
may change into authoritarian socialism. The problems of bureaucracy and 
allocation are, therefore, very closely related. 

18 F. A. Hayek, “Socialist Calculation: The Competitive ‘Solution’,” Economica, 
VII, New Series (May, 1940), 139. 

It Joseph A. Schumpeter, while pointing out that the difference between capitalism 
and socialism is not a case of irrationality versus rationality, nevertheless felt that as 
a matter of blueprint logic it is undeniable that the socialist blueprint is drawn at a 
higher level of rationality” {Capitalism, Socialism, and Democracy [New York: 
Harper & Brothers, 1942], p. 196). But it seems that Schumpeter rather underesti- 
mated socialism’s practical difficulties. 
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It has been argued that, as capitahsm matures, the slate plays a more 
active part m the economic process but that pnvate corporations frequently 
consider such action “interference” and thus attempt to render it ineffectual 
“The result is that there is a tendency for two bureaucracies, each swollen 
by the necessity of fightmg the other, to be built up where one would be 
sufficient to do all that is required from a stnctly economic point of view ’ 

A C Pigou, referring particularly to pubhc utilities, suggests that public 
ownership might be preferable to public control because it would ‘ obviate 
expense, overlapping and, above all, friction, if, instead of there being a 
controlling authority plus a controlled one, control and operation were 
united, as under socialism they would be, in the same hand ” That Pigou 
does not want to create the impression that socialism would be less bureau 
cralic than capitahsm is made clear, however, when he continues 'Pro 
tanto this consideration provides a valid argument for extending the range 
of socialization But that is not the same thing as substituting for the present 
system general socialism with all-round central planmng ’* Pigou, in 
other words, refers to what may be called “partial socialization,” which 
docs not alter the basic structure of the market economy A publicly owned 
corporation in capitahsm is embedded in the market mechanism The 
mam problems of central planning do not appear It i$ therefore quite pos 
stble that partial socialization will reduce Ute degree of bureaucratization 
without proving socialism s superiority m this respect 
We saw m Chapter 6 that productivity and profitability tend to coincide 
when the utility of a product is increased by producing a larger or better 
product with given means of production, or by adjusting production more 
readily to the wishes of the consumers We saw that on the other hand, 
activities which increase the scarcity of products or waste productive re- 
sources cannot be called productive, though they may be very profitable 
Liberal socialists may well claim that certain cases of profitability which 
are detrimental to productivity ate excluded by the very i^ure of socialism 
As Pigou convincmgly states, 

A consumers’ association for providing itself with raspberry jam wiD 
be under no temptation to manufacture pips for it out of wood, a cap- 
italist jammakec may do this A municipal authority will be under no 
temptation to slaughter animals for food under insanitary conditions to 
escape the expense of makmg them sanitary a private butchering con- 
cern may do this This is a very important matter, so important, in- 
deed, that in industries closely associated with public health it is cus- 
tomary in this country [England] to insist on rigorous inspection, and, 
when, as m the construction and operation of sewers, that is, for tech- 
nical reasons, difficult, on public ownership and operation. 

issweezy op at p 215 
” Pigou op at pp 45-46 
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Pigou adds that in such cases of control the degree of freedom of private 
enterprise is weakened and that the cost of control “ought to be reckoned 
as a negative element in measurements of its efficiency.” 20 in this case, 
therefore, the cost of bureaucracj' has to be charged to the account of cap- 
italism. 

The socialist economy can to a large extent avoid the wastes of competi- 
tion which were indicated in Chapter 6 . Milk may then be distributed as we 
deliver the mail today; one efficient gas station may do the work of three 
or four competing ones; cutthroat competition among giant firms will be 
excluded; natural resources will not be wasted by exploitative methods; and 
excessive advertising may be supplanted by an attempt to educate the con- 
sumer. In conceding the last-mentioned advantage we must remeniber, 
however, that authoritarian socialism may circumvent free consumers’ 
choice by educating consumers to like what the government has produced, 
even if it be guns instead of butter. 

Oskar Lange mentions among the advantages of socialism the com- 
prehensiveness of the items entering into the price system. Following Pigou 
he shows that 

. . . there is frequently a divergence between the private cost borne 
by an entrepreneur and the social cost of production. Into the cost ac- 
count of the private entrepreneur only those items enter for which he 
has to pay a price, while such items as the maintenance of the unem- 
ployed created when he discharges workers, the provision for the 
victims of occupational diseases and industrial accidents, etc., do not 
enter, or, as Professor J. M. Qark has shown, are diverted into social 
overhead costs. On the other side, there are the cases where private 
producers render services which are not included in the price of the 
product ... A socialist economy would be able to put all the alter- 
natives into its economic accounting. Thus it would evaluate all the 
services rendered by production and take into the cost accounts all the 
alternatives sacrificed; as a result it would also be able to convert its 
social overhead costs into prime costs. By so doing it would avoid 
much of the social waste connected with private enterprise.^! 

Pigou suggests that, theoretically, “these maladjustments are capable, 
under capitalism, of being set right by an appropriately devised system of 
bounties and duties” though the difficulties in practice would be quite 
formidable.^ 

How for example, are we to ascertain to what extent the social cost, as 
measured in money, of the marginal unit of beer exceeds the private 

Pigou, op. cit., pp. 90, 91. 

2! Lange and Taylor, op. cit., pp. 103-104. 

22 Pigou, op. cit., p. 42; see also his The Economics of Welfare, 4th ed. (London: 
Macmillan & Co. Ltd., 1938), pp. 192-193. 
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cost by making necessary the provision of extra policemen, how are 
wc to make the corresponding calculation for a factory industry the 
smoke of which increases the expenses of the public m washing and 
cleaning'’ How, per contra, are we to reckon up the indirect benefits 
that the planting of a forest may have on climate*’ 

In referring to these statements, Lange forgot to tell the reader that 
Pigou IS of the opinion that "‘a central planning authority would find it 
no more easy than the government of a capitalist State to obtain the data 
required for these calculations ** ** 

Liberal Soaahsm and Monopoly 

In discussing the problem of monopoly within the framework of a liberal 
socialist system we must remember that socialist industrial managers en- 
joy a de facto monopoly, that a real, competitive market economy does 
not exist that for this very reason a tnal and-error system with accounting 
prices has to be introduced, and that pure and perfect competition are re 
placed by rules of behavior for managers 
The following remarks arc not meant as an attempt to deny the disad 
vantages of private monopoly, which have already been enumerated in 
Chapter 7 If however, these disadvantages are to be used as a justification 
for liberal socialism, two questions must be asked We must find out, first, 
whether there are no soluuons other than full-fledged socialism, and we 
must make sure, next that liberal socialism will eliminate the dangers of 
monopoly On both counts the answers are not as obvious as some vmters 
think 

If an industry is m a position to exploit the consumer, or if the competi- 
tive struggle is excessive, such an industry can be nationalized, particularly 
tf nationalization would be more efficient and less bureaucratic than mere 
public control The history of capitalist countries offers examples of this 
t) pe of partial socialization As we have seen, partial socialization is ba- 
sically different from total socialization, which alone would establish a so- 
cialist economy It must be clearly understood that nationalization of sm^e 
industries docs not create the allocation problem typical of the soaalisl 
economy The pricing process of capitalism is kept intact at the same time 
that the problem of monopolistic exploitation is solved Either monopolistic 
prices arc reduced so that they just cover the cost of production, or the 
profit goes to the government 

The second question — whether the dangers of monopolistic abuses are 
eliminated in liberal socialism — is more difficult to answer Undoubtedly, 
there will be no prnaie monopoly in socialism But wc must remember that 
the socialist economic unit is the industry rather than the plant, and that 
** Pigou Soclaltsm versus CopitaUsm, p 43 
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there is therefore only one seller of each product. Even the consumers’ 
goods market is characterized by the monopolistic position of the govern- 
ment, just as the labor market finds the government in a monopsonistic po- 
sition. It can be argued, of course, that government agencies will not try 
to exploit the citizens as consumers or workers. It is possible, however, that 
industrial managers might make use of their de facto monopolistic (or 
monopsonistic) position. They might, for instance, charge higher-than-cost 
prices in order to accumulate capital. To avoid the derangement caused by 
innovation, which might be rather formidable in a bureaucratic system, a 
manager may be satisfied to leave conditions as they are, being able to do 
so because he is not exposed to real competition in his field. 

Although liberal socialist managers are supposed to “play at competi- 
tion,” they may not play the game conscientiously, because they can sim- 
plify their problems by using their sheltered monopolistic position. For 
this reason, the auditing apparatus of the central planning board must act 
as an efficient umpire in the game. Since the relevant technical knowledge 
rests with the industrial managers, it will be difficult for the auditors to 
tell the men on the spot what they ought to have done. Socialist managers 
may be mainly interested in avoiding personal risks. Although they may 
not use their monopolistic powers for the purpose of exploitation, the re- 
sults for the economy might be similar to those of monopolistic restrictions 
in capitalism. While socialist misuse of monopoly power might be less 
dramatic, it could be more widespread and insidious. 


Liberal Socialism and Full Employment 

Mass unemployment was shown to be the greatest evil that can befall the 
capitalist economy (Chapter 8). It was also pointed out (in Chapter 9), 
however, that there are methods by which aggregate expenditure in the 
capitalist economy can be controlled to maintain a reasonably high level 
of employment and at the same time retain the essentially private enter- 
prise character of the capitalist system. 

Socialists criticize the unplanned character of capitalism. We are told 
that since consumption, production, saving, and investment rest on in- 
numerable independent and individual decisions, it is not at all surprising 
that mass unemployment occurs frequently. The planned economy would 
much better coordinate the actions of the various producing units, pre- 
vent discrepancies between saving and investment, and make full use of 
available resources. 

In these assumptions the socialists are basically correct. Not that oc- 
casional overproduction in socialist investment goods industries would be 
impossible. Most likely, substantial mistakes would be made. But the so- 
cialist economy will be able to localize overproduction and avoid a general 
deflationary trend. “Concretely: a crisis centering in the cotton industry 
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may m the capitalist order put a stop to residential construction, m the 
socialist order it may of course also happen that the production of cotton 
goods has to be drastically curtailed at short notice, though it is not so 
likely to happen, but this would be a reason to speed up residential con 
struction instead of stopping it” ^ 

We might well ask, therefore, whether such an important aim as full 
employment does not justify changmg from capitalism to socialism Again, 
however, we must make sure that the evil of capitalist unemployment is 
so incurable that the whole system must be scrapped, that capitalism can 
not be saved by the pobcies discussed in Chapter 9 Then, too, we must 
consider the price we may have to pay for full employment under so- 
cialism 

Full employment is not identical with the most economical use of the 
available resources Full employment through make work rules or labor 
camps would not necessarily be preferable to open unemployment Even if 
all who want to work are “gainhiDy” employed, the national income is not 
always greater than if the same economy were exposed to mild cyclical 
fluctuations Dynamic growth cannot always be perfectly steady It is pos- 
sible that the liberal socialist regime might maintain its favorable employ 
ment level through avoiding disturbiog changes which, in the long run, 
would prove to be productive This danger has already been su^ested m 
the discussion of the monopobstic and bureaucratic character of socialist 
production 

In addition, we must remember that the liberal socialist economy 
shares with capitalism the difficulties which result from free choice of con 
sumption If individual freedoms are the cause of disturbances, liberal so- 
cialism may be tempted to use the simphfled formula of authoritarian so- 
ciahsm For the same reason, however, capitalism may be m equal danger 
of resorting to fascist solutions Both liberal systems may yield to au- 
thontanan temptations, neither can claim complete immunity 

Sociahsm would also be exposed to some of the difficulties which full 
employment creates m capitalism If, with Lord Beveridge, we define full 
employment as ‘ havmg always more vacant jobs than unemployed men,” 
this means that the labor market would be a seller’s market with labor in 
a favorable bargaining position Lord Beveridge lists among the difficulties 
of a hberal, rather than authoritarian, solution of the unemployment prob- 
lem the fact that labor’s bargammg strength may lead to a vicious spiral of 
inflation ** 

If this inflationary development is “repressed ' by price control and ra 
tiomng, It may easily have detnmcntal effects on the efficiency of labor 
Where higher wages cannot buy more, or can buy more only at exorbitant 
black market pnees, efficiency will decline 

** Schumpeter, op c!t p 195 

*«Waiiam H Beveridge, Full Employment In a Free Society (New York W W 
Norton and Company, Inc 1945) pp 18 22 199 
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Even in normal times, without repressed inflation, full employment can 
be detrimental to labor discipline and efficiency. Paul M. Sweezy believes 
that the abolition of unemployment in socialism "may, especially in the 
early stages of socialist development, seriously complicate the problem of 
maintainmg labor discipline.” He believes that socialism “will have to de- 
velop a code of labor law which ensures the maintenance of labor discipline, 
in much the same way that capitalism has evolved a code of commercial law 
which ensures the maintenance of discipline in such matters as payment of 
debts, fulfillment of contracts, and the like.” 

How Much Planning? 

When liberal socialists claim superiority for their order over capitalism, 
they do so on the assumption that their’s is a centrally planned system, 
whereas the capitalist process is blind, haphazard, and chaotic. Yet liberal 
socialists waver in their emphasis on central planning. Sometimes we gain 
the impression that the planners, with a wealth of knowledge at their dis- 
posal, can integrate different production processes by a shorter series of 
trials and errors; and sometimes we are impressed by the suggestion of 
grand development schemes which make us temporarily forget that the 
consumer was to guide production. At other times, however, the consumer 
seems to be in full command; and the central planning board, after having 
set rules of behavior for socialist managers, seems to limit itself to making 
price adjustments and decisions about capital accumulation. 

To authoritarian economists this last case appears to be a rather de- 
featist attitude and a very anemic kind of plan. Indeed, this emasculated 
form of socialism is so disappointing to most socialists that the liberal so- 
cialist blueprint is most unlikely to be followed in practice.^® According to 
Sweezy, 

Lange’s Board is not a planning agency at all but rather a price-fixing 
agency; in his model production decisions are left to a myriad of essen- 
tially independent units. Just as they are xmder capitalism. Such a sys- 
tem is certainly conceivable, but most socialists will probably feel that 
it reproduces some of the worst features of capitalism and fails to take 
advantage of the constructive possibilities of economic planning.^® 

The weak as well as ambiguous nature of liberal socialist planning is 
indicated by Dickinson’s attitude. Although Dickinson’s Economics of So- 
cialism is a book of 237 pages, only on pages 219 to 225 do we find a dis- 
cussion of planning, and this discussion begins apologetically as follows: 

So far, the reader say, there has been little talk of planned econ- 
omy. The S.E.C. [Supreme Economic Council] has been described as 

Sweezy, op. cit., pp. 205-206. 

»* Dickinson, op. cit., p. 17; Paul M. Sweezy, op. cit., p. 233. 

»/6W.,p.233. 
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a mere statistical board, coDectmg and publishing data of output, cost, 
price, capital and income, calculating demand and supply schedules, 
but not exciting any real directive functions All that has been done is 
to set up witnin the socialist community a sort of simulacrum of a 
capitahst economy, purged from the latter’s grosser errors, but, hke 
It actuated by the blind choice of millions of unco-oidinated con- 
sumers and producers This is now the place to make clear the proper 
relation of economic planning to the price-process The two are not 
opposed but complementary, principles of economic regulation 

According to Dickinson, planning in liberal socialism is only marginal 
It supports the pricing system and does so in four different ways “The 
first is to give gencal directives to socialis* economy The second is to 
make decisions where market indications are lacking The third is to 
eliminate cyclical fluctuations in economic activity The fourth is to deal 
with special emcrgenc es ” 

General directives according to Dicbnson, will be necessary when the 
government has to rebuild the ecooormc life of society out of the rums left 
by revolution and civil war In this stage “the first thing to do would be to 
ensure a supply of bare necessities to the people without any consideratioa 
of the rights of property and without much consideration for the niceties 
of an elaborate system of pricing and costing ” Later on, however, as a 
more normal level of productivity is again reached, “the great majority of 
lines of production would be earned on automatically within the frame 
work of costs and prices so as to supply good» to consumers according to 
their preferences as indicated m the market ” Dickmson believes that 
finally ‘ a stage would be reached in which the economic machine wou^d 
practically run itself The planning authority would need only to lay down 
a few very general leading principles, and to make definite decisions re 
garding *hc allotment of resources to new capital construction and to com- 
munal consumption ’ 

Since governments of modern capitalist countries are committed to main- 
tain high employment levels and to act m emergencies, it is doubtful 
whether Dickinson has enlarged our concept of planning beyond that which 
IS either easily paisihle undec oc claaily imjphfid. w. the very 

definition of liberal socialism But the weak nature of their central plan 
ning deprives liberal socialists of some claims they have made Indeed, 
libenl socialism and liberal capitalism could be so similar that the change 
to socialism might hardly be worth while, particularly in view of the still 
unsolved problems of factor allocation and bureaucratic management m 
dicatcd above 


30 Dickinson op at pp 219 220 
81 Ibid p 220 
*2 Ibid pp 223, 222 



PART FIVE 


THE ECONOMICS 
OF CENTRAL PLANNING 


CHAPTER 1 8 

Authoritarian Socialism and Central Planning 
CHAPTER 19 

The Command Economy of Soviet Russia 
CHAPTER 20 

Authoritarian Capitalism: Germany 1933-1945 


CHAPTER 18 


AUTHORITARIAN SOCIALISM AND 
CENTRAL PLANNING 


Introduction 

In discussing capitalism and liberal socialism we assumed consumers’ 
sovereignty. In both systems the production process is consumer-oriented 
and not harnessed into the shafts of a predetermbed central plan. To fol- 
low the wishes of consumers means to allow continuous changes in the 
allocation of productive resources; to follow a central plan means prear- 
ranged production. 

But it could be argued that central planning of investment can be made 
compatible with consumers’ sovereignty. Could not consumers’ preferences, 
as they express themselves in demand prices, be made to guide the plan? 
To be sure, the planned supply may prove to be too large or too small ex 
post, i.e., when compared with actual demand on a price-cost basis. But 
the same is true in a market economy, whether capitalist or liberal so- 
cialist, on occasions when the anticipations of entrepreneurs or managers 
turn out to have been wrong. The required corrections could be made in 
the planned economy in the same way they are made in the market 
economy. 

To this argument we may add that many investment processes are so far 
removed from the final consumers’ goods (and have to be planned so far 
ahead of consumer demand) that changes in consumer demand (unless 
they are fluctuations m the size of aggregate demand) need not become 
a very disturbing element in investment planning. Not all demand for m- 
vestment goods is a derived demand. Even in capitalism there is much 
“autonomous” mvestment, which is made possible by innovation and is 
carried through in the hope that future consumption will justify the outlay. 

Thus it is not entirely impossible to imagine a combmation of planning 
and consumers’ sovereignty. It is even easier to combme free choice of oc- 
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cupation and central planning A ngidly predetermined central plan might 
not seem to leave much leeway for choice on the part of the workmg popu 
lation We shall see, however, that compromise solutions are possible la 
which centrally planned systems use free occupational choices, and cor 
responding wage differentials, to increase labor’s efficiency That diffi 
culties will arise from this combination of freedom and plannmg is obvious, 
but these difficulties can be overcome to some degree 

These mtroductory remarks are intended to show that the division be- 
tween free and centrally planned systems need not be as absolute as it may 
appear in the present chapter Nevertheless, it seems justified to discuss 
central planning first under the assumption that those who are in charge 
set the aims of production and are not wiUing to have their plans disturbed 
by market price changes which emanate from free consumers’ choices 
Central planning approaches the problems of the social economy, as it 
were, from the opposite end The road docs not lead from consumers’ 
choices via market pnees, to production processes guided by these prices, 
rather, it leads from planned aims, via ex ante mtegration of the factors of 
production to results which consumers have to accept 
These two approaches are not clear-cut opposites, but it is both best 
and realistic first to discuss them as such This discussion will show that 
efficient central planorng cannot dispense with the aid of pricing, just as 
free systems will not be wiUmg to forego all the advantages of planning 
Part V consists of three chapters The present chapter considers the 
economic problems of authontama socialist plannmg It grows logically 
out of the discusioo of liberal socialism and coniams the authontanan an- 
swer to hberal socialism Chapter 19 tries to use a few experiences of Rus 
Sian central planning to lUustcale several practical issues This chapter is 
not m any way meant to be a comprehensive description of the planmng 
process in Soviet Russia, but it will add realism to a discussion which need 
no longer remmn entirely m the realm of pure theory Chapter 20 tnes to 
use examples of central planning in an authoritarian capitahst system 
These illustrations are taken from the German economy under Hitler It 
will be mteresUng to note the similarities and dissimilanties between ecu 
tral planmng under, first, socialist and, then, capitalist auihontananism 
With a knowledge of both the market type economies and the centrall) 
planned systems, we shall then be able to discuss several problems which 
anse when the two approaches intermix and overlap This task will be un 
dertaken m Part VI 


Central versus Marginal Planning 

We have seen that the liberal soaalists* attitude toward central planmng 
IS not shared by authoritarian socialists PauIM Sweezj, for instance, does 
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not like this milquetoast version of planning. He believes that a socialist 
economy will need real central planning rather than a mere price-fixing 
agency. He starts from the investment problem, not from consumers’ pref- 
erences, and consistently arrives at the conclusion that planning must be- 
come all-inclusive. 

In an unplanned economy — ^whether capitalist or collectivist — invest- 
ment decisions are made by many independent units. ... It is this 
circumstance that accounts for the irrational behavior of an unplanned 
economy: the alternation of booms and slumps, the coexistence of 
gluts and shortages, the paradox of unemployed workers with un- 
satisfied wants. ... It is scarcely conceivable that the socialist state 
will so decentralize the making of investment decisions as to recreate 
the blindness and uncertainty of unplanned capitalism. Moreover, it is 
not hard to see that the centralization of investment decisions makes 
comprehensive economic planning all but inevitable. Assume, for ex- 
ample, that the government of a socialist society makes a basic policy 
decision to invest a certain percentage of tlie national incom.e over a 
period of, say, five or ten years and lays down certain general goals 
such as the building up of heavy industry, the rehousing of a specified 
proportion of the population, and the development of hitherto back- 
ward regions. The next step would naturally be to charge the Central 
Planning Board with the task of drawing up an investment plan for 
carrying out these decisions. This investment plan will begin by trans- 
lating the general goals laid down by the government into quantitative 
terras: so many new factories, railroads, power plants, mines, apart- 
ment houses, schools, hospitals, theaters, and so forth. The dates at 
which these various construction projects are to be started and finished 
will then be specified. From these data it will be possible to draw up 
schedules of the different kinds of materials and labor which will be re- 
quired. At this point the investment plan may be said to be complete. 
But would it be sensible for the Central Planning Board to stop here 
and to rely on price and income controls to ensure that what is needed 
win be ready at the right time, at the right place, and in the right quan- 
tities? The answer is surely that it would not be. 

After the requirements of investment are taken info account 

. . . the Central Planning Board will find it necessary to estimate con- 
sumer demand for all products which compete for resources with the 
investment plan and to draw up a second set of schedules showing the 
different kinds of materials and labor which wiU be required. It should 
now be possible, by consolidating the investment and consumption 
schedules and by comparing them with current and prospective sup- 
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plies, to work out a general plan lor the development of the economy 
over the period m question When a consistent and practic^ 
plan has finally been adopted, it cannot be left to the discretion of m* 
dividual industry and plant managers whether or not they will conform 
to it, rather it must be their first duty, imposed by law, to carry out 
their part of the plan to the best of their ability — ^just as, for example, 

It 1$ the duty of corporate managers under capitalism to make profits 
for the owners ^ 

Here, finally, we have the real picture of a centrally planned economy-— 
where the price system no longer encompasses the plan, where consumers 
no longer decide what is to be produced, where managers no longer act 
independently on the basis of price-cost relations The central planning 
board does not rely on prices to ensure that what is needed will be ready 
“at the nght time, at the right place, and in the right quantities ” The plan 
controls everything, and the price system, if u^ed at all, becomes entirely 
subservient to the plan 

That we have moved away from the liberal socialist models of Lange 
and Dickinson is admitted by Sweezy, who regards it “as established by 
both theoretical reasoning and pracu^ experience that a socialist economy 
wiU be centrally planned in a sense very different from that m which Lange’s 
model may be said to be centrally planned ’’ ‘ 

In moving away from the tnal and error model Swee^ feels obliged to 
ask whether rational accounting and allocation, which are possible in 
Lange’s model, are also possible in a comprehensively planned economy 
“Is It possible, ’ he writes, “that m going from one to die other we have 
unwittingly fallen into the clutches of Mises and his followers? ’ Of course, 
he IS of the opinion that this not the case, 

that rational accounting and allocation are suU possible under 
comprehensive planning As the experience of the Soviet Umon 
proves, there is no conflict between comprehensive planning and 
money calculation The crucial difference between Lange’s 
model and the comprehensively planned economy lies in the location 
of the authority to make decisions about production In the one these 
tne Trade by many mdcrpcnfieni ■units, in the odner by 
Central Planning Board This shift m the location of the author- 
ity to make production decisions m no way disturbs the logic of 
Lange’s argument * 

Why, however, did Sweezy not tell his readers that Lange believes the 
trial and-error method to be just as applicable to authoritarian as to liberal 

1 Repmted from Snciatism, by Paul M Swwzy, pp 234 236 Copyngbl, 1949 
Courtesy of McGraw Hill Book Compaoy. Inc 
p 238 

*lbtd pp 238 239 



Authoritarian Socialism and Central Planning 223 

socialism? Probably Sweezy wanted to detract his readers from Lange’s 
description of a comprehensively planned system, Lange feels that such a 
system must clearly be an authoritarian one 

. . . where freedom of choice in consumption and freedom of choice 
of occupation are non-existent and where the allocation of resources, 
instead of being directed by the preferences of consumers, is directed 
by the aims and valuations of the bureaucracy in charge of the ad- 
ministration of the economic system. In such a system the Central 
Planning Board decides which commodities are to be produced and in 
what quantities, the consumers’ goods produced being distributed to 
the citizens by rationing and the various occupations being filled by 
assignment. In such a system also rational accounting is possible, only 
that the accounting reflects the preferences of the bureaucrats in the 
Central Planning Board, instead of those of the consumers.^ 

Lange rejects this system because of its undemocratic character and its “in- 
compatibility with the ideals of the socialist movement,” 

Lange also discusses a compromise between central planning and free 
choice of consumption. He suggests that free choice of consumption need 
not imply that production is actually guided by the preferences of con- 
sumers: 

One may well imagine a system in which production and the alloca- 
tion of resources arc guided by a preference scale fixed by the Central 
Planning Board while the price system is used to distribute the con- 
sumers’ goods produced. In such a system there is freedom of choice in 
consumption, but the consumers have no influence whatever on the de- 
cisions of the managers of production and of the productive resources. 
There would be two sets of prices of consumers’ goods. One would be 
the market prices at which the goods are sold to the consumers; the 
other, the accounting prices derived from the preference scale fixed 
by the Central Planning Board. The latter set of prices would be those 
on the basis of which the managers of production would make their 
decisions.® 

Lange does not believe that such a system would be tolerated by the 
citizens of a socialist community. 

In Sweezy’s description of central planning, investment decisions are 
made b)' the central pl annin g board according to its preference scale. The 

* Oskar Lange and Fred M. Taylor, On the Economic Theory of Socialism (Min- 
neapolis; University of Minnesota Press, 1938), pp. 90-91. Copyright 1938 by the 
University of Minnesota. 

® Ibid., p. 95. 

^Jbid., p. 96. 
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board must see that the different industries produce whatever the plan 
demands This can conceivably be done by making limited use of the pnc 
mg process, i e , by allowing mdustrial managers to bid against one an 
other on factor markets The central planning board must then sec that 
more important industnes are equipped with correspondmgly more pur 
chasmg power than are less important ones To avoid price inflation aggre- 
gate purchasing power would have to be limited and increased allocations 
to industry A would have to be made at die expense of seduced allocabons 
to 5 or C 

Sweezy, however, does not seem mclmed to leave the operation of the 
plan to ^e pncing process Allocations are physical allocations and pro 
duction targets are targets in kind Accounting prices, credits and monetary 
transfers may be used but the importance of these financial phenomena 
must not be exaggerated Money can still perform the function of a unit of 
account particularly where aggregates of dissimilar things are in need of a 
uniform means of expression The use of money, furthermore, offers an ex 
cellent opportunity for keeping check on the fulfillment of the plan All 
transactions between producing umts must be paid for by checks drawn on 
accounts m the state bank The sums must correspond to the number of 
physical umts delivered multiplied by their accounting pnees Finally, 
there may be real markets for consumers' goods and for labor, and the 
planning board must see that the total supply of consumers* goods tunes 
their prices equals the total purchasing power of consumers 

Whde these functions of money and of money prices m the centrally 
planned economy are important, they are not guiding functions Major de 
cisions and allocations are made irrespective of these prices We must try 
to find out, however, whether pnees are suU used for consistent cost ac 
countmg 


The Premises of Authoritarian Planning 

The theory of authontanan planning has found its most advanced expres 
sion m the writings of Maurice Dobb We shall follow Dobb in our the 
oretical discussion of authontanan socialism^ just as we followed Lange m 
studying the bbetal socialist bluepnnt 
We are interested only in questions concerning the authontanan socialist 
economy The political power bebmd the decisions of the central planning 
board is not the subject matter of our study This power could conceivably 
be in the hands of a group of experts chosen by democratic methods * We 

1 Maurice Dobb Soviet Economic Deveploment tince 1917 (New York Infema 
tiona! Publishers 1948) 

* See e g Barbara Woottoa Plan or No Plan (London Victor Gollancz, Ltd 
1934) p 311 Joseph A Schumpeter CapUalitm Socialism and Democracy (New 
York Harper & Brothers 1942) pp 296 302 
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call the economic system authoritarian when consumers’ sovereignty is 
abolished. 

Maurice Dobb’s theory of central planning rests on the following 
premises: 

(1) The importance of free choice of consumption has been greatly 
overstressed by bourgeois and socialist writers. Consumers’ goods may be 
distributed through the market, but production need not be directed by the 
consumer. Consumers’ sovereignty can and should be abolished. 

(2) The choice among different production patterns is far less formi- 
dable than it is made to appear in bourgeois literature. The question is not 
how to find an optimum combination of factors among an infinite variety 
of possible combinations. Historical, technological, and social conditions 
limit the practical choices of the central planning board to manageable pro- 
portions. 

(3) The longer the contemplated planning period, the greater is the 
number of possible investment patterns. Such long-run plans cannot be 
made by independent producing units, because they rest on parallel devel- 
opments of interdependent industries. 

(4) Economic development through long-run planning is more impor- 
tant than the question of how a perfect static equilibrium can be achieved. 

(5) Equilibrium in the development process can be maintained through 
so-called “balances” by which the internal consistency of the plan is con- 
stantly checked. 

(6) Through these balances the interrelationships of the different in- 
dustries are known and planned e.v ante, in contrast to the tardy capitalist 
way of post facto coordination through the price mechanism. However, the 
plan has to be constantly reshaped as it is carried out. Only in this sense 
may it be said that a trial-and-error procedure is used and that decen- 
tralization is important. 


The Abolition of Consumer^ Sovereignty 

Socialist writers have often pointed out that free choice of consumption 
has little meaning in the capitalist economy (a) because of the inequality 
of income distribution, which leads to “plural voting,”® and (b) because in 
any complex economic system the choice lies with producers rather than 
with the consumers.^® 

The first point is well chosen. But even authoritarian socialism cannot 
claim perfect equality of income distribution as long as free choice of oc- 
cupation is maintained. Abba P. Lcrner, furthermore, is quite right when 

» Sec, c.g., Maurice Dobb, “Economic Theory and the Problem of a Socialist Econ- 
omy.” Economic Journal. XLIII (December, 1933), 588-598. 

10 Wootton, op. cit., p. 173. 
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he points out that the authontanao socialist’s “urgency for exact equality 
of voting goes ill with the bureaucratic contempt for the intelligence of the 
voter ” ** Equal votmg rights would be important if consumers were to 
guide production But this function is to be taken over by the central plan- 
ning board of the authontanan soaahst economy 
The second pomt argues that consumers never direct production any- 
how, that they merely choose among goods which are already there We 
have seen that, owmg to the law of large numbers, the producer can fore- 
see the wants of a multitude with more ease and accuracy than a consumer 
can foresee his own wants We are not to understand, however, that pro- 
duction for the market eliminates the consumer as final arbiter Barbara 
Wootton, after emphasizmg that the imtiative must always he with the pro- 
ducer, admits that m the unplanned economy it is impossible “to go on per- 
sevenng with a wrong guess, prelendmg that it is right” In the planned 
economy, on the other hand, “there is no such definite limit, smee mistakes 
can be covered up by subsidizmg one article out of the profits of another, 
or manipulatmg purchasmg power of consumers, or by sumlar devices 
which are open only to those who control virtually the whole economic 
life of the community, and not merely certain industries ” “ 

Dobb argues correctly that “with regard to new commodities and varie- 
ties of a commodity catering for new wants, in no economic system can 
the market afford any automatic index to guide production ” Never- 
theless, he seems to forget that it does make a lot of difference whether the 
producer must be anxious to please the consumer and to anticipate his 
wishes or whether a central plannmg board decides arbitrarily on the 
variety and quantities of the commodities to be produced 
Dobb beheves that the number of different commodities whose produc- 
tion must be considered is fairly small “The items which compose con- 
sumers’ aggregate demand to any large extent form a closely intenelated 
set bound together, e g by social convention or by hnks of complementanty 
between particular wants into ‘modes of life’ or patterns of behavior which 
assume the character of organic wholes ” In addition, we must produce 
commodities on a sufficiently large scale, and this reduces drastic^y “the 
number of different thmgs that it is practicable to put sunultaneously into 
production ” 

Both arguments are rationalizations of the natural tendency of the au- 
thoritarian economy to bring about a much higher degree of standardization 
of individual behavior and of production WMe this makes the authontar- 

P Lcmer “Economic Theory end the Socialist Economy," Review of Eeo 
nomte Studies 11(1934 1935), 51-61 
*2 See Chapter 3, p 25 
Wootton, op cif.p 173 

2* Dobb, Soviet Economic Development, p 377, 

5 *• r 
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ian economy less complex — and conceivably more productive in physical 
units — it tends to make it less productive in terms of satisfaction of human 
wants. Those who believe in consumers’ sovereignty suggest that we leave 
it to consumers to decide what price they arc willing to pay for diversity 
in want satisfaction. They also believe, with J. M. Keynes, that the loss of 
personal choice “is the greatest of all losses of the homogeneous or totali- 
tarian state.” 

It is true that for a country which is still poor the problem of choice is 
not a very difficult one; the planners could rather easily decide what the 
bare necessities of life are. But “as primary wants are satisfied and variety 
is multiplied, the alternatives become more numerous and choice between 
them more controversial and less calculable.” Dobb believes, however, that 
by that time “the difference to be made to human welfare by the difference 
betwen two alternative solutions of the puzzle will have become a quantity 
of a relatively small order.” This is exactly what the advocate of con- 
samers’ sovereignty denies. He wants his solution and not the solution of 
the central planning board. 

Dobb points out that 

the nearer that a society approaches to an equality of income-distribu- 
tion, the more likely it is that market-demand for a very wide range 
of articles will be characterized by this sort of discontinuity: above a 
certain price the article (let us suppose it is some new commodity like 
bicycles, wrist- watches, radio sets or refrigerators) will have scarcely 
any purchasers at all, because few or none can afford it; while imme- 
diately below this price the demand for it may become almost infinitely 
elastic because everyone will now wish to acquire it, until the supply 
has become adequate for all, when the demand may once more be- 
come quite inelastic.^* 

Although a more equal income distribution will help standardize de- 
mand, we must remember that there will be considerable income inequality 
in an authoritarian socialist economy which wants to preserve free choice 
of occupation. This income inequality, together with the fact that even per- 
sons with relatively equal incomes have widely varying tastes, will neces- 
sitate the production of a wide range of goods and services. It remains to 
be seen whether the authoritarian economy could substantially reduce the 
number of different commodities which it must produce unless it used its 
dictatorial powers for that very purpose. 

Maynard fCeynes, The General Theory of Employment, Interest and Money 
(Ujndon; Macmillan & Company, Ltd., 1936), p. 380. 

‘ Dobb, Soviet Economic Development, pp, 19-20. 

«/Wd.,pp. 20-21. 
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The Choice of Production Patterns 

Dobb believes that the task of the central planning board is far less for 
midable than some economists seem to thmk. The board does not have to 
choose ‘ among an indefimtely large number of economic patterns ” 
The choice is rather narrowly limited, at least m the short run, by the fol- 
lowing facts 

(1) Productive resources cannot be shifted at will, they are not very 
tractable 

(2) Techmcal considerations impose a mimmum scale of production 
for many products 

(3) At any given time the productive resources are woven into a given 
pattern which cannot be changed suddenly or without considerable cost 

(4) Technical coefficients of production require production processes 
to be internally consistent and forbid the combination of factors unless all 
required elements are available in the right quantities 

(5) Expansion of production A without contraction of production B 
depends on the existence of reserve productive capaaty 

(6) The pattern of production is partly determued by the pattern of 
consumption discussed above 

None of these poults, except the last one, indicates that the variety of 
production processes would be more limited because of the nature of the 
authontanan sociahst economy unless the central planning board wished 
thus to simplify its task arbitrarily Of course, some pattern of production 
is given at any moment of time But a great number of changes can be 
brought about within a short time Many factors can be put to difierent 
uses This does not mean that we have constantly to choose anew from 
among an infinite variety of possibilities Any social economy, whether 
capitalist, liberal socialist, or authontanan, will rest for most of its daily 
decisions on the past pattern It will try to use only loose strands to 
weave the altered design necessitated by changes m preferences (con- 
sumers’ or the planning board’s), techniques, or factor supply The tech- 
nological coefficients are obviously the same in any modem social system 
of equal technical matunt) Since, therefore, the advanced authontanan 
socizdist economy would technically resemble the advanced capitahst econ- 
omy, the task faced by its jdaunmg board would be a rather difficult one, 
even m the short run 


Long-Run Planning 

The strongest argument for central planning is that independent produemg 
umts cannot plan far ahead because they are not able to predict the actions 
Wifcid.p 3 
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of others with sufficient accuracy. Modem industrial production is a com- 
plicated and intricate process in which every single industry rests on instru- 
ments and materials made by other industries, just as its own products can 
be sold only if other industries or the consumers are in need of them. The 
individual producer can anticipate the actions of others merely for the near 
future and, even then, only with some degree of uncertainty. Then he 
must wait and see whether subsequent price developments justify his ac- 
tions; whereupon he may proceed another step. 

The planned economy depends, as we saw, on the same technical inter- 
relation as does the unplanned economy. But we are told that it would 
make conscious use of the knowledge of this relation and would 

substitute cx ante co-ordination of the constituent elements in a scheme 
of development for the tardy post facto co-ordinating tendencies that 
arc operated by tlie mechanism of price movements on a market in a 
capitalist world — tendencies, moreover, which in the presence of sub- 
stantial time-lags may merely achieve extensive fluctuations. In this the 
essential difTercnce between a planned economy and an unplanned 
evidently consists.*® 

Dobb points out that such ex ante coordination, by eliminating much 
uncertainty, not only permits a given objective to be attained more smoothly 
but also makes possible developments which the capitalist economy cannot 
undertake because the independent producer cannot be certain “that others 
will follow suit and take parallel action which coordinates with, and justi- 
fies, his own." 

Dobb emphasizes the importance of planned development in contra- 
distinction to the achievement of perfect equilibrium at any given point of 
time. Bourgeois and liberal socialist theory are, according to him, preoc- 
cupied with equilibrium analysis. They want to find “an optimum alloca- 
tion of resources between alternative uses, with both resources and uses 
treated as given." ** He suggests that “a more crucial test of the contribution 
made by an economic system to human welfare” is to be found in the sys- 
tem’s ability to develop successfully from one situation to another. And in 
this respect he believes the centrally planned economy to be far superior 
to the unplanned economy.^'’ 

But the theory of central planning cannot dispense with the concept of 
economic equilibrium. Any social economy must try to reach a position in 
which all currently available productive resources are fully employed and 
in which they are distributed among different industries in such a manner 


2o/6W.,p. 9. 
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-- Ihid., pp. 2-3. 
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that all production processes gear into one another All mdustnes in need 
of a particular factor of production must get a sufficient amount of it to 
enable them to fulffil their production quotas, and all intermediate mdus- 
tnes must produce enough to enable others to reach their targets Because 
all industries are interrelated in the most mtncate manner, the centrally 
planned economy must see that they cooperate smoothly and avoid bottle 
necks or unemployment— danger signals that disproportions may have de- 
veloped m the economic process Bottlenecks appear where what is 
needed is not ready at the n^t time, at the right place, or m sufficient 
amounts Bottlenecks, m turn, prevent the use of complementary means of 
production, thus, unemployment appears, and leads to underfullUIment of 
plan figures and to new botdenecks m an ever-widemng circle 

The necessary coordination of the means of production can be achieved 
by use of so-cidled “balances,” i e , “a complex system of equations be- 
tween the vanous magmtudes in a plan as the tests of internal consistency 
or coherence between its vanous elements ” These balances can be 
“real," “matenal,” or “physical” balances For example, all quantities of a 
given matenal used m all production and consuming units during a given 
penod of tune can be added, and this sum can then be compared with the 
forthcoming supply of the matenal or with the total of each of the vanous 
factors of production needed to produce the given material m such quan 
titles 

The production plan of the authontanan socialist economy is “a com* 
plex of outpui-ptogramraes for all the mam products of the economic sys- 
tem, embracing real expenditure and real product, input and output in each 
case ” Not all the balances m (his production plan can be real or physical 
balances Where dissimilar thmgs are to be added together, we need equa- 
tions or balances m monetary terms Monetary balances are necessary, fur- 
thermore, where money incomes are earned and spent on consumers* goods 
and where wage differentials are used to regulate the supply of labor for 
different industries 

When we introduce factor and product prices, we change “real” balances 
mto monetary balances and the production plan mto a financial plan Fro- 
duemg units must be supplied with enough purchasing power to be able 
to buy necessary means ol production The quantities of the vanous laclors 
needed m different production processes are indicated by technological 
coefficients and plan quotas These quantities have to be multiphed by 
factor pnees to determme the “planned cost” of production “Planned 
profit” may be added, and grealcr-than-average economy in the use of 
factors may lead to higher than planned profits This extra margin may pos- 
sibly be used as “collective incentive ” 

«/(-W.p 331 
348 
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Once a producing unit is supplied with the necessary working capital, it 
should be able to maintain its liquidity through the sale of its product. 
Obviously, tire state bank, which carries the accounts of all producing 
units, can trace all their receipts and disbursements, and check whether 
funds were spent in accordance with the aims of the plan. The operations 
of the state bank, therefore, will serve as a comprehensive auditing appa- 
ratus. 


Central Authority and Industrial Management 

Obviously, the central planning board cannot make all the detailed de- 
cisions which are necessary to implement a comprehensive plan. Needed 
technical knowledge rests v/ith industrial and plant managers. Only the men 
on the spot, furthermore, can adapt the plan to unforeseen changes. It must 
be expected that ex ante coordination cannot work to perfection and that 
there will be deviations from plan figures. Such discrepancies must be de- 
tected and corrected at the earliest possible moment, i.e., before they have 
cumulative effects. This work cannot be done by the planning board alone. 

Horv, then, does authoritarian socialism propose to combine central 
decisions and the actions of local managers in such a way that special- 
ized knowledge and initiative arc used to the best advantage and that the 
whole system maintains a sufficient degree of elasticity? 

A central plan, based on ex ante coordination, cannot permit managers 
to act independently. It is essential, however, that managers participate in 
the earliest stages of the central plan’s formulation. Although polic)^ de- 
cisions, of course, are made in the highest echelons, the detailed factual 
knowledge (without which policy decisions must remain rather vague) must 
come from the managers. Only they know the technological data and the 
available resources. As Dobb says, “policy determines to what ends the re- 
sources available are put; but the means available always in some measure 
condition the ends that it is possible at any given time to choose.” 

The plan, as initially sketched by the board according to very general 
directives from the highest authorities, will undoubtedly contain many mis- 
takes and inconsistencies. Only the men nearer the periphery will be able 
to correct it. The plan will be perfected through practical experience. The 
target figures wDl have to be handed down by the board to the industrial 
and geographical units and will be handed back with many corrections and 
suggestions. Then the board will draw up an improved plan, whose figures 
will again be handed down to the different producing units — until the bal- 
ances” balance. This succession of approximations resembles the way equi- 
librium is approached in a price system; it can be said that the plan grows 
to perfection in a series of trials and errors during which disproportions 


^Ubid., p. 335. 
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contained in general policy decisions are eliminated by expert knowledge. 
But this trial-and-error process is not identical with the pricing process in 
either capitalism or liberal socialism. The corrections to be made concern 
only inconsistencies in the planned coordination of the various industries. 
Production managers in industry A will point out, for instance, that it is 
technically impossible to reach the plan figures unless 20 per cent more of 
a given material is allocated, that the time schedule cannot be met, that 
transportation facilities are inadequate, or that more skilled labor is needed. 
These criticisms do not overrule Ae central decision but only act to modify 
it to the degree necessary to make the various output programs compatible. 

Compare this rather modest function with the task of the quasi-independ- 
ent manager in the liberal socialist blueprint. He has no predetermined plan 
figures to meet. He watches factor and product prices and is free to produce 
more or less as prices command and as he is successful in procuring needed 
investment funds. The output of consumers* and producers’ goods is not 
prearranged through ex ante coordination; rather, consumers are free to 
change their demand, and production is supposed to adjust itself to these 
changes. Production is guided by prices, and these prices are expresdy pro- 
tected against arbitrary manipulation. 

In the authoritarian socialist economy the function of prices is reduced 
to the more modest task of supporting the planning process. Prices may 
have to be changed if it turns out that the financial balances do not balance. 
That the price of a product exceeds its planned cost is quite natural and 
does not necessarily lead to changes in production. Suppose that con- 
sumers, free to spend their wages, would like to buy many more pairs of 
shoes at cost price than the authorities care to have produced. The cqm- 
librium price of shoes will then be much higher than the planned cost with- 
out leading to increased production of shoes. In the trial-and-error method 
of the liberal socialist blueprint the production of shoes would have to be 
stepped up until the difference between price and cost is eliminated. 

We need not discuss the difficulties inherent in the bureaucratic setup 
of the authoritarian socialist order. These difficulties have been enumerated 
for liberal socialism in Chapter 17, and, if anything, they will be greater 
in authoritarian sociafism. llus is because liberal socialism favors the trial- 
and-error method expressly to elinuoate excessive bureaucratism. Authoi- 
itarian socialism will have to develop administrative methods which seek 
the loyal and intelligent cooperation of the managers in both drawing-up 
and executing the plan. These methods must leave scope for initiative and 
still harness the producing unit “firmly within the shafts of the Plan." 
Dobb believes that “with ^th its output and the sale-price of that output 
fixed in advance by the Plan, the enterprise can do nothing to improve its 
financial position by restricting output: on the contrary, to restrict output 
will reduce its receipts and hence any profit left in its hands.” ** 

^Ibid.p. 355. 
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The Basic Problem of Central Planning 

The crucial difference between liberal and authoritarian socialist economies 
is the abolition of consumers’ sovereignty in the latter, and the replace- 
ment of the pricing process, or at least most of it, by ex ante coordina- 
tion. The elimination of consumers’ sovereignty makes it necessary to de- 
cide whose preferences are to take the place of consumers’ preferences. How 
are the basic policy decisions to be made? How will it be determined how 
much steel, how many tractors, and how many miles of road are to be pro- 
duced? 

As yet we have learned little about the process ty which these de- 
cisions are arrived at. Taking the abolition of consumers’ sovereignty for 
granted, can we still arrive at a combination of aims which is clearly 
preferable, from an economic point of view, to other combinations? 

Let us leave out of account statistical methods by which consumers’ 
wishes might be ascertained. These methods would be clumsy compared 
with the pricing process on the consumers’ goods market. More interesting 
is the suggestion that we make use of the services of experts, that medical 
doctors draw up a comprehensive health service, that teachers redesign 
our educational system, and that physicists and generals control the output 
of atomic energy. Obviously the authorities must secure the opinions of 
experts in setting aims for the economy; just as they need the help of 
managers in formulating and executing the plan. But this reference to ex- 
pert opinion leaves the main problem still unsolved, for “someone must 
coordinate the experts.” 

The claims of different groups of experts would surely overtax the avail- 
able resources. If this is so, according to which principles are we to decide 
how much weight is to be ^ven to the different programs which compete 
for our limited resources? 

We have already seen that even a dictator would be constrained by the 
fact that available resources and present production patterns limit the out- 
put of investment and consumption goods. Even if the central planners 
were willing, however, largely to continue the existing pattern of produc- 
tion, realism would require that they still exercise a great deal of choice, 
especially in the long run. Indeed, without this choice there could be no 
ex ante planning. “Pl annin g” would be reduced to “the extrapolation of 
observed trends of past years into the future,” and this would be much 
too timid an interpretation of central planning. Planning as an extrapola- 
tion of past trends would merely “freeze” past patterns of production 


29 H. D, Dickinson, Economics of Socialism (New York: Oxford University Press, 
1939), p. 48. 
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which should at least adjust to changes m such exogenous data as changes 
in techniques and m factor supplies 

The constraining influence of factor supply and technical know how is 
extremely important Dobb believes that these limitations facihtate the task 
of the central planning board because they narrow to manageable propor- 
tions the practical choice open to the authorities At the same time, these 
very limitations mcrease the importance of making correct choices The 
more lunited the resources, the less we can afford waste, and the more 
complex the industrial pattern, the more difficult ex ante coordination be- 
comes 

Concerning the basic policy decisions which are to shape the structure 
of the plan, we have no way of showing that one combination of aims is 
better than another In authoritarian socialism we must accept the prefer- 
ence scale of the authonties, just as we accepted consumers' sovereignty in 
the market economy Once the aims are set, the authonties assign to the 
central planning board the task of detenninmg the pattern of production 
(or, more correctly, the changes in the existing pattern) which promises 
to fulflll these aims All industnes and plants must fulfill predetermined 
targets, and, since all production processes are interrelated, the planning 
of the whole economy is a formidable task 

Id the formulation of the most basic decisions (rapid industrialization, 
emphasis on long-range missiles, relocation of industry, etc ) a compre- 
hensive pncing system could be very useful if it were permitted to operate 
as an accounting aid It would not affect a basic decision, such as em- 
phasis on armaments, but it would help determine opportunity costs Even 
the authorities of the centrally planned economy must think in terms of 
“alternatives sacrificed” if they want to act rationally, and the intent to 
act rationally is implicit in the concept of planning Opportunity cost cal- 
culations, however, are not very practical in terms of physical units If we 
do not have a common denominator, we could never decide whether 10 
units of factor a plus 20 umts of factor b plus 5 units of factor c cost more 
or less than 8 umts of factor o plus 12 units of factor d plus 7 umts of fac- 
tor x 

Once the general aims of the aolhoritanan economy have been estab- 
lished, the planning agencies have the task of translating these aims into 
concrete production programs The minimum requirement is technical in- 
tegration, 1 e , the production processes must be made to gear into each 
other without too much waste or friction A tnal-and error procedure can 
bring about this industnal coordmalion However, the rationale of the plan 
requires more than this Indeed, all means of production should be subject 
to uniform and consistent pncing throughout the economy, so that the 

Much of the interference by authonties in market economies amounts, mdeed, to a 
freezing of the status quo Import quotas and exchange controls, with allocations ac- 
cording to the situation which existed in a hase year, are good examples 
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mar^al productivity of the various factors would be the same in all in- 
dustries. 

It seems that Dobb assumes the existence of prices when he stipulates 
that “data are available about the comparative productivities of different 
investment-projects and about their construction costs.” In this case “a 
basis will exist for calculating the net productivity of each project.” He 
defines net productivity as * the output (valued at current prices) from the 
plant over a given period less the prime cost of producing that output, ex- 
pressed as a ratio to the construction cost of the plant, again calculated in 
terms of current cost in wages and materials involved in construction.” ^2 

Dobb makes these suggestions to show that it is not necessary to use 
some kind of interest rate expressing the scarcity of total capital resources. 
Actually, he seems to come quite close to just such a calculation. 

Let us assume that a manager must make a choice between either more 
or less capital-intensive production processes. In most plants and industries 
this problem will arise. If the choice is to be made at zero rates of interest, 
the desire for capital intensity will become so overwhelming that even 
engineers, responsible for the selection of the production methods, would 
become suspicious of the technological utopia implied. In the discussion of 
the Russian planned economy we shall see how managers had to use (as 
a substitute for interest rates) some formula which related reductions in 
future operating costs to mar^nal additions to fijced capital. 

But it is not enough that each individual industry should use its own 
formula. The distribution investment funds among different industries, too, 
ought to rest on uniform application of the same formula throughout the 
economy. If the authoritarian policy makers attempt to solve their prob- 
lems purposely without the use of interest rates', they reduce the efficiency 
of tlieir system. The reason can be only prejudice and lack of understand- 
ing, for the economical allocation of resources would in no way interfere 
with the authorities’ supreme freedom of choice. A rate of interest would 
make it easier to choose rationally (because of the clearer expression of 
opportunity costs), would aid proper translation of the authorities’ aims 
into production plans, and would facilitate selection of the proper capital 
intensity for the different production processes. Since the choice between 
Sputniks and opera performances would not be affected, the authoritarian 
regime could, in terras of its own logic, only gain and not lose. 

We can now summarize the most characteristic features of authoritarian 
central planning as follows: 

(1) The most basic decisions concerning the aims of the plan are not 
made on the basis of price-cost relations. They are essentially^ political de- 
cisions. This does not mean, however, that costs are not considered at 
Limited resources make it necessary to choose in terms of opportunity 
costs. 

22 Dobb, Soviet Economic Development, p. 14. 




234 Economic Systems 

which should at least adjust to changes m such exogenous data as changes 
m techniques and m factor supplies ** 

The constraining influence of factor supply and technical know how is 
extremely important Dobb believes that these limitations facilitate the task 
of the central planning board because they narrow to manageable propor 
tions the pracUcal choice open to the authorities At the same time, these 
very limitations increase the importance of making correct choices The 
more limited the resources, the less we can afford waste, and the more 
complex the industrial pattern, the more difficult ex ante coordination be 
comes 

Concerning the basic policy decisions which are to shape the structure 
of the plan, we have no way of showing that one combination of aims is 
better than another In aulhontanan socialism we must accept the prefer 
cace scale of the authontjes, just as we accepted consumers' sovereignty in 
the market economy Once the aims are set, the authorities assign to the 
central planning board the task of deterroining the pattern of production 
(or, more correctly, the changes in the existing patfero) which promises 
to fulfill these aims All mdustnes and plants must fulfill predetermmed 
targets, and since all production processes are interrelated the planmng 
of the whole economy is a formidable task 

In the formulation of the roost basic decisions (rapid industrialization, 
emphasis on long range missiles, relocation of industry, etc ) a compre 
hensive pricing system could be very useful if it were permitted to operate 
as an accounting aid It would not affect a basic decision, such as em 
phasis on armaments, but it would help detennine opportunity costs Even 
the authorities of the centrally planned economy must think in terms of 
‘ alternatives sacrificed if they want to act rabonally, and the intent to 
act rationally is implicit m the concept of planning Opportunity cost cal 
culations however, are not very practical in terms of physical units If we 
do not have a common denominator, wc could never decide whether 10 
units of factor a plus 20 units of factor b plus 5 units of factor c cost more 
or less than 8 units of factor a plus 12 units of factor d plus 7 units of fac 
torx 

Once the general aims of the authoritarian economy have been estab- 
lished the planning agencies have the task of translating these aims into 
concrete production programs The minimum requirement is technical ra 
tegration, i e , the production processes must be made to gear into each 
other without too much waste or friction A tri^l and error procedure can 
bring about this industrial coordination However, the rationale of the plan 
requires more than this Indeed all means of production should be subject 
to uniform and consistent priang throughout the economy, so that the 

81 Much of the interference by authorities m market economies amounts indeed to a 
freezing of the status quo Import quotas and exchange controls, with sUocations ac 
cording to the situation which existed m a base year arc good examples 
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margmal productivity of the various factors would be the same in aU in- 
dustries. 

It seems that Dobb assumes the eristence of prices when he stipulates 
that “data are avaUable about the comparative productivities of different 
investment-projects and about their construction costs.” In this case “a 
basis will exist for calculating the net productivity of each project.” He 
defines net productivity as “the output (valued at current prices) from the 
plant over a given period less the prime cost of producing that output, ex- 
pressed as a ratio to the construction cost of the plant, again calculated in 
terms of current cost in wages and materials involved in construction.” 

Dobb makes these suggestions to show that it is not necessary to use 
some kind of interest rate expressing the scarcity of total capital resources. 
Actually, he seems to come quite close to just such a calculation. 

Let us assume that a manager must make a choice between either more 
or less capital-intensive production processes. In most plants and industries 
this problem wll arise. If the choice is to be made at zero rates of interest, 
the desire for capital intensity will become so overwhelming that even 
engineers, responsible for the selection of the production methods, would 
become suspicious of the technological utopia implied. In the discussion of 
the Russian planned economy we shall see how managers had to use (as 
a substitute for interest rates) some formula which related reductions in 
future operating costs to raar^al additions to fixed capital. 

But it is not enough that each individual industry should use its own 
formula. The distribution investment funds among different industries, too, 
ought to rest on uniform application of the same formula throughout the 
economy. If the authoritarian policy makers attempt to solve their prob- 
lems purposely without the use of interest rates, they reduce the efficiency 
of their system. The reason can be only prejudice and lack of imderstand- 
ing, for the economical allocation of resources would in no way interfere 
with the authorities’ supreme freedom of choice. A rate of interest would 
make it easier to choose rationally (because of the clearer expression of 
opportunity costs), would aid proper translation of the authorities’ aims 
into production plans, and would facilitate selection of the proper capital 
intensity for the different production processes. Since the choice between 
Sputnili and opera performances would not be affected, the authoritarian 
regime could, in terms of its own logic, only gain and not lose. 

We can now summarize the most characteristic features of authoritarian 
central planning as follows: 

(1) The most basic decisions concerning the aims of the plan are not 
made on the basis of price-cost relations. They are essentially political de- 
cisions. This does not mean, however, that costs are not considered at all. 
Limited resources make it necessary to choose in terms of opportumty 
costs. 

32 Dobb, Soviet Economic Development, p. 14. 
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(2) The aims of the authonties must be translated into production 
programs which properly integrate all production processes m all indus- 
tries This IS not exclusively an engineering task At zero rates of mterest 
the demand for capital goods would reach absurd dimensions A rate of m- 
tcrest (or some substitute for such a rate) must be used to help determine 
the proper capital mtensity of each industry in the economy Factor and 
product pnces, too, must be uniform 

(3) Only on the basis of a uniform cost analysis can the proper choices 
be made and the aims of the plan be reached in the most economical way 
Or, to put It differently, only careful use of factors according to their 
relative scarcities will permit the achievement of maximum productivity 

(4) Consistency in the setting of aims, in the translation of these aims 
into production programs, and m factor allocation must all rest on a mone- 
tary or hnancid basis Consistent calculation in physical umts is not prac- 
tice 

(5) A tne-and-error method will be used in the sense that a well- 
mtegrated production process can only be worked out in successive stages 
Every major change in aims, in technolo^, or m factor supply will neces- 
sitate new tnal-and error adjustments 

(6) A major problem of the authontanan socialist economy concerns 
the relation between the central authorities and the peripheral man- 
agers Of course, the managers are narrowly conhned by the plan, but it is 
understood that the expert knowledge of the men on the spot is mdispen- 
sable for both the preparation and execution of the plan 



CHAPTER 19 


THE COMMAND ECONOMY OF 
SOVIET RUSSIA 


Introduction 

In studying the blueprints for a liberal socialist economy we had to limit 
ourselves to theoretical considerations because a practical application of 
these blueprints has, as yet, not been tried.^ In the case of authoritarian 
socialism we are more fortunate, since we can now look back on over forty 
years of Russian experimentation. 

Central planning has worked in Russia, though not too well, as we shall 
see. Anyhow, Mises’ dire predictions were proven wrong. We recall that 
Mises believed that a social economy could not function without private 
ownership of the means of production, real markets, and genuine market 
prices.^ The Soviet economy, however, was able to prove that, by trial and 
error, a modicum of technical integration of the various production proc- 
esses could be evolved. Today we must admit that a centrally planned 
economy does not have to “flounder without a compass in the ocean of 
possible and conceivable economic calculations.” The authoritarian social- 
ist system can force the whole population into hard work and frugal con- 
sumption and thereby achieve a very high rate of investment; through trial 
and error it can achieve an ex post correction of the ex ante integration of 
its investment programs; and it can undertake long-run development 
schemes which transcend the possibilities of a private enterprise economy. 

Although Mises was too extreme, Soviet central planning is not beyond 
criticism, and the most fundamental economic criticism is precisely that 
Russian central planning does not make use of a consistent economic ac- 

^ Later we shall see that recent Polish and Yugoslav developments cannot be in- 
terpreted as a change from authoritarian to liberal'socialism. 

2 See Chapter 14, pp. 162-163. 
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counting process The authonCanan socialist economy has not been ship- 
wrecked but Its course has not been as strai^t nor has its journey been 
as fast as it might have been 

This cntjcism w ould be valid even if we otherwise wholeheartedly agreed 
with the authontanan system, ie» if we were willing to subscribe to the 
aims which are set by those m power If, how’cver, we insist on consumers’ 
sovereignty, we must then cnticiie authontanan socialism not only for its 
lack of a consistent process of factor allocation but also for the supreme 
contempt which it has shown for the wishes of present consumers In part, 
this latter issue is of a political philosophical nature and, accordingl), out 
side the area of our investigation It is probable, however, that central 
economic planning requires an amount of simplihcation which would make 
consumers’ sovereignty unpractical even if it were politically acceptable 


The Russtar Road to Central Planning 

The development of central planning m Russia has been the very opposite 
of a controlled expenment There were several special cucumstanccs, it 
must be remembered, under which this first test of comprehensive central 
planning w as undertaken 

In 1917 the Russian economy was predommantly agranan It had not 
reached that final stage of capitalist development which, according to Marx, 
is the precoodiUon of a successful economic revolution As a matter of fact, 
the Russian revolution must have come as a shock to orthodox Marxists, 
who had to see it as a flagrant violation of Marxist dogma The Bolshevists 
explained their heretical behavior by pointing out that their revolution was 
meant to be part of a world wide chain of revolutions and that its pre- 
maturity of a few years would thus be m«igmficant m histor cal perspective 
Had the other revolutions matenalized, the one sidedly agrarian character 
of the Russian economy would allegedly not have mattered too much 

In addition to being based on an agranan economy, the introduction of 
socialism in Russia started with the distnbution of large landed estates 
among many thousands of small peasants — again the opposite of what one 
would have expected of a Marxist expenment, for comprehensive central 
planning was therein made impossible Pnvate land ownership implied 
market transactions between agnculture and industry Only after the sec- 
ond agranan revolution, i e , after the collectivization of farms more than 
ten years later, was it possible to force this important sector of the econ- 
omy into the plan, only then could the plan begin to be comprehensive. 

The first expenment m central planning under modem conditions had 
to be started without the benefit of any previous thinking about the way 
such an enormous task could best be undertaken, Lenm was conscious of 
the fact that Bolshevist textbooks did not contain a blueprint of central 
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planning and that trial-and-error procedures Lad to make use of existing 
capitalist facilities under the control of the govemment. But an orderly ex- 
periment in state capitalism, in which the state would hold the “commanding 
heights,” proved impossible. In industry, direct action by the proletariat 
threatened to lead to a deterioration of the socialist experiment into syn- 
dicalism. (This, the most naive and primitive of socialist movements, pro- 
vides that workers take over their respective industries but gives no 
thought whatever to the essence of central plaiming — the effective integra- 
tion of the different industries and firms.) In agriculture, the liquidation 
of landed estates was followed b}' a drastic reduction in the amount of 
agricultural products available to industry (particularly since industry did 
not produce enough consumers’ goods for purpose of market exchanges). 

The outbreak of civil war hastened the general economic breakdown. 
Production declined disastrously, and the govemment had to turn to the 
printing press when regular revenues practically disappeared. Hyperinfla- 
tion, finally, destroyed completely the cooperation between the industrial 
and agricultural sectors on which everything depended. 

The failures of this first period were taken by the outside world as proof 
that socialism was impossible. We know now that these conclusions were 
premature. The circu.astances had been too unfavorable; a peasantry 
with no incentive to produce the vitally needed agricultural surplus; an in- 
dustry without experienced managers; an undisciplined, syndicalist, and 
badly fed labor force; an inexperienced bureaucracy; a market system 
without commodities to trade; a breakdown of the price system without 
the substitution of a central plan; and an environment of political turmoil. 
The early Soviet “system” was neither a market economy nor a planned 
economy; it was not an experiment in socialism but a struggle to survive 
under the impact of revolution and civil war. 

When we look back upon this period between 1917 and 1921. generally 
referred to as the period of War Communism, we can understand why it 
must have frustrated those who wanted a centrally planned economy but 
were, as yet, unable to force the elusive peasant element to produce the 
needed stnplus of food and raw materials. The desire must have been 
strong to find some way of collectivizing agriculture as the precondition of 
comprehensive ex ante planning. 

But the time had not yet come. Central planning could not arise out of 
chaos. Instead, the govemment had to turn in 1921 to the forces of the 
market and to monetary incentives. Peasants were permitted to sell their 
surplus on the market after a fixed proportion of their crop had been paid 
to the govemment in kind. This arrangement implied the possibility of buy- 
ing industrial products. Accordingly, industrial managers were permitted 
to sell their products on markets and to buy needed materials rather than 
to wait for bureaucratic allocations. Industrial producing units, though 
state-owned, were to be managed on “commercial principles.” 
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However, this so-called New Economic Policy was meant to be a tem- 
poraiy expedient only, a transitional stage between a capitalist market econ- 
omy and a future central plan Productivity had to be revived to the point 
where collectivization and mechanization of agriculture could be under- 
taken and the precondioons for centra! planning fulfilled Throughout this 
period the slate occupied the "commanding heights” Controlling heavy 
industry, the credit system, transportation, and international trade, Soviet 
leaders could feel reasonably sure that the market forces which they bad 
let loose would be kept within bounds 
The New Economic Policy, with its dependence on markets and com- 
mercial principles, needed a stable monetary umt for its calculations and 
transactions Those who had greeted the repudiation of money with en- 
thusiasm had learned a lesson It was now admitted that the Russian econ- 
omy would remain a monetary economy for the foreseeable future Money 
remamed important after most of the expedients of the New Economic 
PoLcy had Eiecome history 

The Escape from “Genetic*' Planning 

The New Economic Policy did no more than restore prewar productivity, 
and even this moderate success was achieved only because the NEP relied 
on market forces and catered to some extent to the wishes of peasants and 
workers It is interesting to notice that during this penod profit rates and 
wages were higher m light than in heavy industry 

These conditions were not permitted to continue Industrialization was 
considered essential for several reasons World revolution had not material- 
ized Soviet Russia, ‘encircled ’ by capitalist nations, felt that she neither 
could nor should depend on these nations to supply her with capital goods 
Furthermore, only on the basis of a greatly expanded heavy industry could 
the agncultural sector be mechanized to enable it to produce the food and 
matenals which the industrial sector required To these reasons we can 
add that central planners arc obsessed by an urge to industnalizc — an out- 
growth of the grandiose development schemes and also, perhaps, the re- 
sult of a feelmg that authontanao socialism finds firmer support among 
tadastrszl ihss sstcag pessasts 

To have satisfied the successful farmer (kulak) by produemg more con- 
sumers’ goods would have retarded the speed of mdustnal development in 
favor of the most “capitalist” clement of the population At the same time, 
it was doubtful whether even better “terms of trade” for the farmer would 
have achieved the desired increase in agncultural output, owmg to the dis- 
tnbution of land among small holders Stalin certainly doubted it He said, 

The way out is to turn the sm^ and scattered peasant farms mto large 
united farms based on the common cultivation of the soil, to introduce 
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collective cniltivation of the soil on the basis of new and higher tech- 
nique. The way out is to unite the small and dwarf peasant farms 
gradually and surely, not by pressure but by example and persuasion, 
into large farms based on common, co-operative cultivation of the soil, 
with the use of agricultural machines and tractors and scientific 
methods of intensive agriculture. There is no other way out.® 

We see from this quotation how large-scale fanning on cooperative 
lines appeared as “the only release from that closed circle of interdepend- 
ent limiting factors” within which the discussion of recent years had re- 
volved. The question had been whether “genetic” or “teleological” plan- 
ning should be used. The genetic method amounted, in the main, to an 
extrapolation of the development of the different branches of the economy 
during the last few years. When we remember that agricultural production 
was still outside the plan, we can see that the planned economy was limited 
by the rather unpredictable actions and reactions of a huge private sector. 
Furthermore, the elicitation of greater efforts in agriculture would have 
required concessions in the form of increased production of nonagricultural 
consumers’ goods — the very opposite of the planners’ aims. 

The teleological school refused to be made dependent on the unplanned 
sector. Dobb has pointed out that once 

the transformation of peasant agriculture on to an entirely new basis 
had been placed on the agenda, and had justified its claim to be re- 
garded as a practicable solution, the situation was radically changed. 

A new qualitative element had been introduced, providing a break in 
the closed circle and altering the pattern of “causal-genetic” deter^ 
mination. There was now no more reason to assert the one-way de- 
pendence of industrial growth on the growth of agriculture than to as- 
sert the contrary (for example, the dependence of agricultural produc- 
tion on the supply of tractors and of chemical manures) 

In other words, real planning would become possible as soon as the gov- 
ernment had succeeded in drawing agricultural production into the plan, 
rather than letting it remain an uncontrollable limiting factor. 

From these Soviet experiences we can conclude that authoritarian cen- 
tral planning cannot tolerate the existence of a really free market sector, 
that it must by necessity become total planning. Liberal socialism may set- 
tle for genetic planning, but only if it is willing to do without the type of 
ex ante pl annin g which forced the Soviets to "find a way out. 

3 Quoted in Maurice Dobb, Soviet Economic Development since 1917 (New York: 
International Publishers, 1948), p. 222. 

*Ibid. 

^•Ibid^p.SSQ. 
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The Collectivization of Agriculture 

Agnculture was coUectivized (m J930 1931) by dracomc measures,® but 
the peasants who were forced into collectives uere permitted to retain their 
dwellings with some adjoining land, farm implements, dairy cattle for per- 
sonal use, etc Thus an attempt was made to solve the economic and so- 
ciological problems of the agncultural sector through a combination of 
large-scale production methods and subsidiary farming From the stand 
point of the plarmer this was a compromise solution, untidy and only 
temporary It repeated within the collective farm the conflict which had 
characterized the Russian agricultural problem on the national level, viz , 
how to have central planning and yet induce the individual peasant to pro- 
duce Having retained part of their farms, the members of the collectives 
were (and still are) tempted to devote more time to subsidiary farmmg 
than the planners wished 

The collective farms were both mechanized and drawn mto the plan by 
use of “machine tractor stations ” As well as providing technical services 
to the farms, these tractor stations were also admmistrative organs which 
insisted on plan fulfillment They incidentally — ^but importantly — facilitated 
governmental procurement of farm products, for they were paid m kind for 
their services 

The equipment of the machine tractor stations has now been bought by 
the collective farms The main reason for this recent change seems to have 
been the desire to avoid divided responsibility and administrative waste 
Because the collectives have been encouraged to merge mto supercollec- 
lives, and because the local party apparatus has become strong enough to 
assume the controlling functions of machme tractor stations, the latter 
could be climmatcd It has been suggested that the collectives can now be 
made to assume a greater share m the expense of agncultural mechaniza- 
tion It IS hoped that, havmg been provided with this mvestment outlet 
by the government, they will become less eager to exchange their earnings 
for consumers’ goods 

The abolition of the machme tractor stations cannot be interpreted as a 
step toward de-coUectivization On the contrary, the trend is toward bigger 
collectives and huge state-owned farms and toward a gradual abolition of 
subsidiary farmmg Important is the change m the government’s pnee 
policy, 1 e , the increase m farm prices together with a reduction of the 
prices of mdustnal consumers' goods — a concession which is intended to 


® Cf Stalin 8 remarks to Churchill on the “terrible struggle” of coIlectivizaUon in 
Winston S Churchfll, Winge o/ Fflle (Boston Houghton Mifflm Company. 1950). 
pp 498-499 

’ Sec Lazar Volm Soviet Agriculture ooder Khrushchev,’ American Economic Re 
vieK-. XLIX (May 1959), 19 21 
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increase agricultural productivity and to prevent a mass migration from 
agriculture. 

The sLortcomings of central planning, which will be discussed presently, 
express themselves in the agricultural sector in an imbalance of mechaniza- 
rion and in tlie mixture of “dwarfism” and “giantism” « which has been 
indicated. While giant producing units will facilitate central control, it 
seems doubtful that this violation of the law of decreasing returns wifi, help 
increase productivity. 


The Russian Command Economy 

The Russian economy, as it emerged after the collectivization of agriculture, 
does not correspond to the extreme form of authoritarian socialism which 
was the subject of Mises’ criticism. Limiting ourselves to the barest out- 
lines, and ignoring the kaleidoscopic changes which have occurred in the 
administrative structure, we can draw the following generalized picture. 

The Soviet government either owns outright, or controls decisively, all 
material means of production. This is now essentially true for agriculture 
as weU as for industr}'. Production therefore follows the command from 
above and is carried through in fulfillment of plan figures, not in reaction to 
price incentives. Russian managers, in other words, do not follow commer- 
cid considerations, as under the New Economic Policy. The Russian econ- 
omy is a command economy, not a market economy. 

Consumers are normally free to purchase in government stores without 
ration coupons. It must be emphasized, however, that free consumers’ 
choice is limited to the commodities which the government decides to pro- 
duce. The government may let its decision be guided to some extent by 
what it believes the consumers’ wishes to be, but consumers’ sovereignty 
does not exist in the sense that “the consumer is always right.” Consumers 
do not direct production as in capitalism or, supposedly, in liberal socialism. 

Nevertheless, free choice of consumption is of importance in the Russian 
economy for the following reason. The Soviet government permits, on the 
whole, free choice of occupation. With many exceptions, labor is free to 
move. The allocation of labor rests, in the main, on wage differentials. 
These must be so adjusted that they attract to each occupation and indus- 
try the amount of labor required to fulfill output quotas. Wage differentials 
imply free choice of consumption. Too many restrictions on consumption 
would tend to blunt the monetary incentive of hi^er wages. 

Within the framework of its all-inclusive plan, the government must take 
care of education and training. This obligation provides an opportunity to 
steer the flow of those newly entering the labor market to occupations and 
industries favored by the development plan. To this lever we must add 


«/6k/..PP. 16 - 17 , 26 . 
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many cases of exhortaUon, of Imntation of mobility, and of outngbt coer- 
cion These exceptions to the prmctple of free choice of occupaUon enable 
the government to allocate contingents of labor when wage difierentials 
prove to be insufBcieQt 

The Soviet government determines the rate of accumulation, i e , it de 
cides how total production is to be divided between consumers* goods and 
investment goods The totalitarian socialist system has several ways to keep 
consumption below the national product level 

(1) The pnces of consumers’ gpods are set substantially higher than 
production costs Most of the difference constitutes a turnover tax The 
amount of the tax for individual commodities depends on the supply of the 
commodity m comparison with demand, because commodi^ pnces are 
normally set to equalize demand with a predetermined supply The Soviet 
government could, of course, adopt a policy by which it would expand and 
contract production of different consumers* goods until the margin between 
cost and pnee (i e , the turnover tax) would be the same percentage amount 
for each commodity But we have seen that the Soviet government is not 
interested to any extent in consumer preferences and does not want to 
compheate the operation of the plan 

(2) The government detennmes the total wage bill and can thus mam- 
tam a given level of wages in relation to a given higher level of pnces But 
the planners obviously hod that wag» increases are a highly useful part of 
their incentive system They thus may prefer the necessary bmitation of 
consumption to be achieved more mdue^y, i e , through higher consumers' 
goods pnces 

(3) As any other government, the Soviet government has the power to 
Create new money These addiuonal funds can be added to the mvestment 
total 

(4) The Soviet government borrows from the people (to reduce the pur- 
chasmg power of consumers) against the promise of future payments, c g , 
of lottery gams 

(5) The procurement of the agncultural surplus can take the form of 
state purchases of presenbed quantities at pnces below cost — a counter- 
part to the “overpnemg” of consumers* goods via the turnover tax 

How are Soviet mvestment funds used? Hus is the most crucial ques- 
tion which the system of ex ante planning has to answer To understand 
and to cnticize the Russian solution, we have first to see how the plannmg 
procedure operates 


Soviet Planning 

We have seen that the Russian economy is a command economy The gov- 
ernment’s command regulates the mterdependent actions of produemg umts 



The Command Economy of Soviet Russia 245 

on the basis of one comprehensive plan. Predetermined production quotas 
and appropriate allocations, rather than competitive buying and selling, 
are the characteristic feature of this new method of integrating the pro- 
duction process. 

The aims of the economy are decided upon by the highest party author- 
ities and not by the consumer. The centr^ plan translates these aims into 
production targets for the different industries, plants, and collectives and 
sees that the branches of the economy keep in balance with one another. 

Authoritarian central planning means more than the setting of broad de- 
velopment schemes and production targets; it means the careful quantita- 
tive and qualitative enumeration of thousands of items which are needed 
in the life of a nation, from rolling mills to hairpins, from atomic energy 
to school equipment and ballet performances. TTiis task is so formidable 
that it cannot be solved by the central planning agency alone. “It is im- 
practicable for the central authorities to prescribe physically every product 
and input, or to prescribe some of them — ^indeed usually most of them — ^in 
completely disaggregated terms.” ® To illustrate by a much ridiculed ex- 
ample from the Polish economy: the plan should not endeavor to name 
the number of sour pickles or of hares to be shot.^® 

The aims of the plan are competitive. Each production target must be 
limited so that the total of aU targets does not exceed the productive power 
of the nation. And since the factors of production are substitutable only 
within limits, the production program must be drawn up with reference to 
the given technical possibilities. Each industry’s output depends on an input 
of intermediary goods which are the output of other industries. How can 
the plan relate all iuput and output figures and achieve the coordination 
of production processes which results in the output of all needed goods iu 
the right proportions? 

But even this formulation of the problem is iucomplete. The gradual 
achievement of a workable technical interdependence is not sufficient if we 
want to make the best economic use of the factors of production. Techno- 
logical interdependence guarantees that the system will function without 
breakdowns resulting from the development of bottlenecks; however, it 
does not guarantee the best combination of factors in an economic sense. 
To achieve the most economical production, quantities and techniques 
ou^t to be so chosen that the marginal productivity of each factor is the 
same wherever used. 

The problem would be greatly simplified if for each production process 
only one technique were available. Actually, however, there is nearly al- 
ways a choice between different degrees of capital intensity. We remember 

® Gregory Grossman, “Industrial Prices in the USSR,” American Economic Review, 
XLDC (May, 1959), 59. 

to Alexander Erlich, “The Polish Economy after October, 1956: Background and 
Outlook,” American Economic Review, XLIX (May, 1959), 96. 
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that not only has the social economy to solve the problem of Mhat and how 
much to produce, it must also answer the question how to produce, i e , 
which technique to use 

Through much trial and error the Soviet system has achieved a modicum 
of technical consistency But it remains, at least ofSctally, unconscious of 
the waste which is unphed in its emphasis on technology 
nils criticism cannot be answered by reference to the fact that Soviet 
production docs not follow the wishes of the consumer, it remains true with 
respect to any set of preferences No system can solve its economic prob- 
lems by recourse to technology But an autocratic system can pretend, of 
course, that what it produces is exactly what it wants It may c\en pride 
itself m the fact that only the most modem techmques are used though 
this statement, of course, is never tme for all production processes simul- 
taneously 

Leaving aside all bureaucratic details, we can draw the following sim- 
plihed outline of Russian planning methods 
First, the authorities decide on such basic issues as heavy versus light 
industries, location of industries, the development of atomic energy, etc 
With these general direcLvcs and the existing production pattern to 
work with, experts will draw up a tentative plan which translates, as far as 
feasible, the general development aims into concrete production targets 
The tnterrelacion of all production processes makes it imperative that these 
production targets pass the test of mutual consistency However, this in* 
teirelaUQg of producuon targets consists mainly in revising and adjusting 
an already existing production pattern which, in turn, was the result of 
many previous adjustments 

The planners cannot know all the technical details and cannot give com- 
mands in completely disaggregative terms concerning product mix, input 
mix, the capital intensity of production methods, etc This kind of special- 
ized knowledge rests walh operauonal managers These men must be con- 
sulted While they will have no nght whatever to question the aims of the 
plan, they must cooperate m the setbog of input and output figures for their 
mdustnes and plants Otherwise, they would be placed m the impossible 
position of having to achieve results which cannot be achieved on the basts 
of planned allocations 

TentaUve plan figures are, therefore, distnbutcd through the administra- 
tive channels of the Soviet bureaucrat down to mdustnal and agricultural 
produemg umts These figures arc not yet directives, rather, they are re- 
quests for corrections Corrections and suggestions arc then collected 
through the admmistraUve arteries of the system 

Based on this material, a new plan is drawn up, and this plan, once 
adopted, becomes the offiaal producuon program Its detailed producuon 
figures become compulsory instructions They are commands 
Of course, the final figures which result from this planning procedure 
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cannot possibly be perfect, not even in the limi ted sense of technical con- 
sistency. They rest on assumptions which cannot always be correct. The 
weather or the terms of foreign trade cannot be ascertained in advance, 
just as the rise in efl5ciency per man-hour may elude exact quantitative 
estimates. For these and other reasons (e.g., human failure) it is vitally im- 
portant that the execution of the plan be watched constantly so that im- 
balances can be corrected at the earliest possible time. 

It would be wrong, however, to overestimate the difficulties which the 
plarmed economy faces in achieving balance in the limited sense of tech- 
nical consistency. No social-economic system is perfect in this respect, 
including certainly the capitalist economy with its overinvestment crises, 
which are nothing but huge disproportions in the development of different 
branches of the economy. We have to remember, furthermore, that it is 
possible to create flexibility through the accumulation of reserve stocks, 
i.e., inventories which make the supply of strategic materials temporarily 
independent of current production. Finally, figures given for long periods 
(five years and more) are never more than broad targets or even “ranges.” 
Operational plans are formulated for much shorter periods, and the com- 
mands refer to minima for output and maxima for input rather than to 
rigidly fixed amounts. 


Prices in the Soviet Economy 

From the economic standpoint pl annin g authorities should allocate avail- 
able resources according to (I) the relative importance of different prod- 
ucts in the authorities’ scale of preferences, (2) the technological coefficients 
of production, and (3) the relative scarcity of the factors of production. 

This calls for the use of a uniform, comprehensive, and consistent system 
of accounting in which (1) uniform prices are charged for units of identical 
factors, (2) factor prices change with changes in the relative scarcities of 
the factors, and (3) changing factor prices lead to new allocations even 
though the aims of production remain the same as before. 

■V^^e we assume the scale of preferences to be given, we ought to re- 
member that a change in this scffie would automatically alter the relative 
scarcities of the factors. In a rationally planned system, moreover, the aims 
must to some extent depend on the relative scarcities of the resources, as 
expressed by factor prices. 

The Soviet economy does not correspond to this picture. The aims of the 
p lan are not set after a careful consideration of opportunity costs. The 
Soviet system does not have prices which reflect the relative scarcities of 
factors. In particular, it does not use a rate of interest in allocating its in- 
vestment funds. Since factor allocation is not based on a consistent account- 
ing process, it deteriorates into an attempt to secure technical consistency 
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with the help of physical and finan cial balances TheoreUcally, this process 
could dispense with pnces altogether if all physical details could be mi- 
nutely prescnbed and if adherence to plan commands could be adequately 
checked Practically, this is not possible, such prescnptions and controls 
would overtax the abih^ of the planners 

Though it has been decided to dispense with economic accountmg at 
the planning stage, the Soviet system cannot dispense with monetary or 
financial balances on the operational level This is true for the following 
reasons 

( 1 ) The operational umts must be controlled for plan f ulfillm ent Since 
these umts buy one another's products at “transfer” prices and in pre- 
scnbed quantities, the state bank, on which all checks are drawn, can serve 
as an auditing agency 

(2) Wages are paid m money and are spent on consumers’ goods in 
government stores The Soviet government must see that total wage income 
plus transfer payments and the total value of consumers’ goods are equal if 
infiation is to be avoided 

(3) The problem of securing the most economical factor allocation, 
which the planners can ignore, cannot be ignored on the operational level 
Industry and plant managers must decide bow to make the most economical 
use of the funds which are available to them for investment purposes They 
must make a choice between production methods of different capital in 
tensity If this choice were made at zero rates of interest, the suggested 
solution would be so capital mtensive as to be absurd Soviet engmeers have 
found It necessary “to develop various theones to jusufy the use of capital 
charges and to explain their nature ” ** They have done this in spite of 
the fact that this is heretical behavior m the light of Marxist doctrine Incie 
ments of proposed capital expenditure are m practice compared with the 
savings in future operating costs which such investment is expected to per 
mit No use is made, however, of such terms as “interest” or ‘ capitaliza- 
tion ” 

Of course, these theones and practices should not be confined to the 
operational level where they can be applied only in a compartmentalized 
fashion In the plannmg stage it would be even more important to compare 
initial outlay with future operatmg costs for oil branches of the economy 
which compete for investment funds Othcnvise there cannot be a consistent 
allocation of the factors ii. relation to the scale of preferences 

Why, then, do the planners refuse to establish a generalized system for 
the allocation of mvestment funds’ The answer must be sought in their 
adherence to Marxist dogma and in their refusal to adopt devices which 
appeaf to be borrowed from the textbooks of liberal socialism or even 
capitalism Another reason is that the practical introduction of such a 

Gregory Grossman "Scarce Capital and Soviet Doctrine," Quarterly Journal of 
Eeonomicj LXVU (August, 1953),3I7 
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general system may logically lead to a degree of decentralization "which 
authoritarian socialism is unwilling to permit 
As matters stand, prices in the So"vdet economy have no guiding function. 
Only when this point is kept clearly in mind whl we be able to appreciate 
a price “system” (to say -nothing of “mechanism”) which maintninR two — 
and often -widely diverging — ^prices for each commodity. “Transfer” prices 
are those at which goods exchange among producing units, while “index” 
prices are used for aggregating purposes.^^ Were index prices used for 
allocation pmposes, they would do more harm than good. Perhaps they 
were set years ago and, even then, incorrectly. But even if correctly set 
they would soon have lost validity.^® Nor could transfer prices be relied 
upon., They are a controlling and auditing device and do not have the 
function of equating demand and supply, l^uilibrium is' achieved through 
command and in physical terms. Were transfer prices entrusted "with estab- 
lishing a market balance, the result would be highly inflationary in the 
producer goods sector (similar to the removal of price controls in a market 
economy before an existing excess of purchasing power had been mopped 
up). An entirely different price structure would have to develop if a real 
price mechanism were to replace physical commands and allocations. 


The Problem of Decentralization: Poland and Yugoslavia 

Soviet ideology rejects the proposal that the central plan be replaced by 
decentralized cooperation among more or less autonomous production 
units.^"* But in post-Stalin Poland and Yugoslavia, reforms have been pro- 
posed and carried through which aim at a substantial degree of decentral- 
ization. Though these reforms are still too recent to offer suflfleient evidence, 
they do at least indicate trends which are interesting for the student of the 
So"viet system. They stem from criticisms which are similar to those indi- 
cated above. 

The opposition to the Russian type of central planning in Poland rested 
on the following considerations. 

(1) If the task of central planning is to amount to more than a mere 
dovetailing of technological requirements, if it is to include the substitution 
of relatively plentiful for scarce factors, it is a task which is too big to be 


12 Grossman, “Industrial Prices in the USSR,” pp. 53-54. 

13 The fundamental price reform of 1949, e.g., changed a price structure which was 
based on the prices of 1926-1927, i.e., on prices established during the period of the 
New Economic Policy. See M. C. Kaser, “Soviet Planning and the Price Mechanism,” 
Economic Journal, "LK. (March, 1950), 81-91. 

11 The decentralization in post-Stalin Russia has nothing to do with our present prob- 
lem since it concerned only a territorial rearrangement in planning procedures. Cf. 
Oleg Hoeffding, “The Soviet Industrial Reorganization of 1957,” American Eco- 
nomic Review, XI-IX (May, 1959), 65-77. 
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properly undertaken by the central planning agency alone Decentralizauon 
IS essential 

(2) Even the lesser aun of adueving technical consistency has not been 
reached Disproportions have arisen and interrupted the production proc- 
ess, owing to insufficient supplies, power failures, etc 

(3) The pnce structure is entirely wrong In the absence of completely 
ngid physic^ allocations (i e , constdenng the minimum of freedom which 
must be allowed on the operauonal level) wrong prices result in wrong 
guidance of production “Where managers had any leeway m combining 
their mputs or in altering their output-mix, irrational pnccs have mduced 
them to deviate from the plans imposed on their firms and to act at cross 
purposes with the planners’ aims ” Smcc the managers can make correct 
decisions only on the basis of correct prices, further decentralization with- 
out pnce reform would be most dangerous Increasmg freedom for the 
managers must go hand in hand with a reform of the pnce structure 

(4) A fundamental pnce reform is considered imperative A draft pro- 
posal of December, 1957, recognizes the margmal cost pnnciple and even 
the need of mterest rates for both long- and short-term credits 

(5) Individual produemg units should be allowed to follow commercial 
considerations and try to maximize profits through the substitution of 
cheaper for more expensive factors of production 

(6) The decisions of produemg uuts should be taken with the paitia- 
pation of “workers’ councils ’’ 

These arguments (which were, indeed, Oskar Lange’s as Obairman of 
the Fohsh Economic Council) seem to throw us back to hberal socialism 
This time, however, we approach liberal socialism from a cnticism of 
authontanan plannmg rather than capitalism When the Polish advocates 
of decentralized planmng came to the conclusion that pnees and costs must 
become indicators for the planners, they seemed to have given up ex ante 
planmng However, the decentralists did not want to disintegrate Che plan, 
they wanted merely to loosen it up sufficiently to permit cost accounting and 

Cf Alexander Erlicb, The Polish Economy after October, 1956 Background and 
Outlook " American Economic Revle*!', XLDC (May, 1959), 96 
i®John Michael Montias, “Pnce Setting Problems In the Polish Economy," The 
Journal of Political Economy^ LXV (December, 1957^, 489 Montias cites the fol 
lowmg examples “Coal was sold to state plants at such a low price that it did not 
pay to store it properly or to bum it efRciently at the cost of extra man hours of work 
Even though wood was in short supply, Jumber was so cheap that socialized 
building firms did not find it worth while to tear down temporary scaffoldmg or to 
break up forms for pouring concrete and use the wood over again. Oak served 
for the floors of cheap housing developments, while the output of plastics and Im- 
oleum was moving forward at an insufficient pace, hampered by high costs m relaUon 
to 'natural raw materials that had been pnm too low Much steel was wasted be 
cause mill managers did not find it to tbetr advantage to turn out lighter rolled products 
with more exact specifications and there was so mcentive for ‘project bureaus' to 
design machines consuming less steel "-^bU, pp 489*490 
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freedom of managerial decision within the framework of planned develop- 
ment programs. 

We know already that innumerable difficulties arise whenever we try to 
combine freedom of managerial decision with central planning. It is doubt- 
ful, too, whether a sufficiently flexible pricing process can be instituted 
when those in power do not trust the price system “to ensure that what is 
needed will be ready at the right time, at the right place, and in the right 
quantities.” 

Decentralization in Poland has, in the main, been limited to the dissolu- 
tion of the collective farms. The connection between the agricultural and 
industrial sectors is again entrusted to market forces; thus at least a partial 
return to “genetic” planning is indicated; However, no fundamental change 
has as yet occurred within the industrial sector. “Those workers’ councils 
which took their right to participate in management seriously were quick 
to find out that there was very little left for them to manage because all 
crucial decisions continued to be made outside the enterprise. . . .” 

Yugoslavia has been experimenting with what has been called “market 
syndicalism.” The departure from Soviet practices is even more pro- 
nounced than in the Polish case. Producing units are managed by workers’ 
committees who are, supposedly, free in their price and output policy. 
They do not fulfill centraUy planned output quotas; rather, they draw up 
their own production plans. They aim at profits, which they are permitted 
to use for investment purposes or for payments to their workers. Inter- 
vention by the government is, of course, possible. As a matter of fact, 
intervention becomes imperative where syndicalist management leads to 
monopolistic price formation. 

At the moment it remains an open question whether this form of decen- 
tralization can be combined with ex ante planning or whether the advantages 
of decentralization are not overcompensated by monopolistic practices. 
Furthermore, the system is endangered by feuds between workers’ councils 
and managing directors, for the latter are responsible to the government, 
whose aims, of course, need not coincide with those of the workers. 

The system offers an interesting example of a dual wage system in which 
the “calculated wage” set by the government as basis for cost accounting 
differs from the “contractual wage” set by workers’ councils for actual wage 
payments. Producing units pay the government interest on fixed capital and 
on short-term credits; and they likewise pay a standard rate of depreciation. 
In these respects Yugoslav market syndicalism is a far cry from primitive 


17 See above, Chapter 18, pp. 221-222. 

1® Erlich, loc. cit., p. 103. 

1® Cf. Benjamin Ward, “Workers’ Management in Yugoslavia,” Journal of Political 
Economy, LXV (October, 1957), 373-386; “The Firm in Illyria: Market Syndicalism,” 
American Economic Review, ’XLYlIl (September, 1958), 566-589, 
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syndicalism It is still very doabtfnl, however, whether difBcuIties, both 
withm the system at large and within the syndicalist imit, can be ironed out 
and decentralization be made compatible with ex ante central pl anning . 


Conclusion 

The success of the Soviet economy is outwardly quite impressive, particu- 
larly as seen by poor countnes which wmit to develop their economies m 
the shortest possible time Bureaucratic frictions and noneconomic factor 
allocations are not as visible as grandiose development schemes, full em- 
ployment, and a high rate of accumulation The construction of whole 
new industnes, ambitious educational programs, the production of sputniks 
etc , are signs of a tremendous collective effort which seems to compare 
favorably with the investment efforts of a pnvate enterpnse economy 
Much of this glamour is the work of propaganda It is easier to glonfy 
the concerted mvestraent efforts of a centrally planned economy than the 
diversified actions of thousands of competing capitalist firms However, jt 
IS true that the mere size of capital accumulation, relative to a country’s 
v^calth, will most likely be greater m a totalitanan system which has the 
power to enforce a relatively low standard of living The durable mvestment 
goods so created are more visible and more impressive than the additional 
happiness which a higher standard of hving would have created 
It would be fmidess to try to compare the total econoimc results of sys 
terns which are as different as hberal capitahsm and authontanan sociahsm 
Production indices can never tell the full story This story would have to 
include references to enforced efforts and human happmess forgone, items 
which are utterly beyond the grasp of the statistician In peacetime a de 
mocracy will never be wiUmg to force accumulation as hard as does the 
dictator A dictatorship may, therefore, grow more rapidly m productive 
capacity But the sacrifice will be very great, since it must be assumed that 
much of the authontanan socialist effort is wasted through technological 
rather than economical allocation of the productive resources 



CHAPTER 20 


AUTHORITARIAN CAPITALISM; 
GERMANY 1933-1945 


War Economics 

During World V/ar 11 democratic market economies v/ere subjected to a 
degree of central planning which would be impossible in peacetime. Strange 
as it may seem, total war simplifies the economic problem. Consumers’ 
sovereignty and even free choice of occupation can be abolished if they 
interfere with the one and only aim of winning the war. 

Theoretically, a market economy at war could still rely predominantly 
on the price system. It could reduce consumption, not by rationing and 
priorities, but simply by transferring sufficient consumers’ purchasing power 
to the hands of the government. The government could then successfully 
compete for the factors of production, i.e., it would outbid consumers. 
We could maintain free choice of occupation as long as we saw that the 
industries which produce war materiel were enabled to compete success- 
fully in the labor market against industries engaged in peacetime production. 
Ne^less to say, the govermnent could make the production of weapons 
profitable enough. 

Why, then, are the principles of the market economy not applied in 
times of total war? Three main reasons can be cited: 

(1) The change-over to war production cannot be left to the slow- 
v/orking processes of the market. The sudden creation or enlargement of 
a military establishment belongs to the category of tasks where ex ante 
integration of the production processes becomes imperative. It may be that 
market forces could do the job more economically, but they would take too 
much time. 

(2) The tremendous change which' total war necessitates in the pattern 
of production would lead to enormous changes in the structure of prices. 
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The ultimate importance of the aim of winnmg the war would justify pay- 
ing the most exorbitant prices imaginable for strategic matenab Different 
mdustnes, though technically cooperating, woiffd bid against one another 
for scarce labor and scarce investment funds Exorbitant pace changes 
would lead to extreme shifts m the distribution of the national income 
Simultaneously, consumers’ goods would become mcreasingly scarce as a 
growing share of the national product is diverted to war production. 
The combination of a changing income distribution and an acute scarcity 
of consumers’ goods would lead to changes m consumers’ goods prices 
which would be considered socially unbearable 

(3) The situation just desenbed would develop even if the government 
succeeded in collecting all the revenue it needed through normal, i e , non 
mflauonary, channeb Histoncal experience, however, has shown that this 
is practically impossible Even where the operation of market forces has 
been replaced by direct controls, it has been impossible to avoid inflation 
Were the government to compete for the needed resources on a free mar- 
ked, Hit jjiSai’Cisa.’y issp^cs oi loisH wsr become mack jester 2a- 
flation would eventually become the mam mstrument by which to reduce 
consumption in favor of arraameot production The distribution of the na- 
tional income, in both monetarj and teal tennr, would become even more 
unbearable 

This IS common knowledge We have only to add that war production 
Itself needs planned mtegration The gener^ staff will have to thmk in 
terms of production priorities, of integration of distnbution of available 
equipment among the different theaters of war, etc This task could not 
be taken care of by the price mecharnsm It 15 doubtful that much think- 
ing m terms of opportunity costs will influence the major decisions of the 
military leaders A nse m mterest rales, eg, would hardly induce a less 
capital mtensive producUou of missiles 

Once we dispense, at least in part, with the market mechanism, we have 
to replace it by the expedient of direct controls Take the case of gasohne 
If its pnee were permitted to mcrcase drastically, the lower mcome groups 
would be without adequate transportation facilities But as soon as a ceiling 
pnee for gasoline has been established, demand will exceed supply Ceiling 
pnees, therefore, must be accompomed by rationing Now that only less 
than formerly can be bought at lower pnees, unused purchasing power piles 
up m the hands of consumers and looks for outlets in other markets, where 
newly developing scarcities will soon call for further controls It should also 
be noticed that ceilmg pnees reduce the wiUrngpess of producers to supply 
more of the scarce article Production of the more important commodities, 
therefore, must be gmded by central adnumstratjon rather than by the profit 
motive 

Thus we can see that m the case of a national emergency the capitalist 
system tends toward central controls and eluninates, to a large extent, the 
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pricing process. But this does not entitle us to draw the conclusion that 
central control is superior to the profit ^stein. Whenever v/e try to satisfy 
the wishes of consumers we must revert to a comprehensive system of cost 
accounting which only the market economy can provide. Central control 
is superior when it is necessary to reach one overriding a im which is so 
predominant that the economic freedoms normally characteristic of the 
market economy are willingly dispensed with — even in a democracy. In 
trying to accomplish this common aim people stop taking their own wishes 
too seriously. “Freedom is in such danger that, paradoxically, it no longer 
matters.” ^ 

Thus we are not entitled to conclude that what was right and possible 
in war must be right and possible in peace. Nevertheless, war experiences 
are important for the student of social systems. They prove, first of all, that 
central administration can be successful if we subordinate our economic 
freedoms to a single purpose; second, they acquaint us with methods of 
allocation wbich can be substituted for the price mechanism; third, they 
impress upon us that something can be done to achieve full employment; 
and, fourth, they help us understand some of the basic features of authori- 
tarian capitalism. 


Imperceptible Growth of Authoritarian Capitalism 

In the preceding chapter we have seen how authoritarian socialism estab- 
lished a centrally planned economy. We shall now discuss the National 
Socialist economy in Germany (1933-1945) as the most outstanding ex- 
ample of authoritarian capitalism. As in Chapter 19, we are interested in 
only the main structural features of this economy, which maintained the 
exterior facade of capitalism. References to adniinistrative detail will be 
kept to a minimum. 

Even less than in the Russian case can we indicate a point of time at 
which this authoritarian economy emerged. Hitler’s system of central ad- 
ministration grew gradually and, to some extent, even without the intention 
of the responsible leaders. As in Russia, there was no blueprint available. 
Certainly, the program of the National Socialist German Labor party 
(NSDAP) cannot be considered as such. In spite of the party’s promise that 
“unearned” income would be abolished, that land would be confiscated 
without compensation for communal purposes, and that the bondage of 
interest slavery would be broken, nothing very revolutionary and anti- 
capitalist happened when Hitler came to power. When the National Social- 
ist economy developed into a command economy, it did so via an entirely 
different route than was suggested in the party program. In outward ap- 

1 Barbara Wootton, Freedom under Planning (Chapel Hill: University of North 
Carolina Press, 1945), p. 89. 
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pearance the Gennan economy remained capitalist Nevertheless, it changed 
gradually and imperceptibly until it became a centrally directed economy 
even before World War II broke out 

Whether an economy of central administration should be referred to as 
capitalism is a matter of termmology Marxists may claim that National 
Socialism was the logical development of monopoly capitalism, i e , that 
a change in the poliUcal superstructure tras necessitated by a change in the 
mode of production The protagonists of the market economy, on the other 
hand, are not willmg to consider Hitler’s command economy a form of cap- 
itahsra They pomt out that the National Socialist economy resembled cap- 
itahsm only superficially, while m essence it was much more like the Soviet 
system — a centrally directed economy whose production process was no 
longer guided by market forces 

We shall return to this question 


Huler^s Full-Employment Policies 

Upon coming to power Hitler proclaimed a Four Year Plan for a “con 
certed and all embracing attack on unemployment The measures to be 
employed to that end differed only m degree from those adopted by demo- 
cratic governments The gist of the German recovery policy, “initial igm* 
bon* via government deficit spending, bad the express purpose of sumolat* 
mg private investment Govemraent spending and tax remission were to 
taper off as soon as private consumption and investment became strong 
enough to guarantee a high level of employment * 

In 1933 1934 Hitler was vehemently opposed to mcreasing government 
interference His aim was to increase aggregate spending and to put to 
work forces which are now referred to as multiplier and accelerator * 

The mitial ignition program was a failure as far as the effects of deficit 
spending on private investment were concerned, Busmess did not react 
favorably, it did not trust a regime that had come into power on a sociahst 
program Indeed, the radical wing of the National Socialist party interpreted 
the whole recovery pohey as a short run concession to momentarily mdis- 
pensable capitalist forces 

There was a more important reason for the recovery program’s failure 
« was too inflation-conscious and therefore, not courageous enough This 
cautious attitude expressed itself throughout the whole period 1933-1945 
Wages were kept at the very low levels to which they had fallen durmg the 

2 The Speechee of Hiller. April 1922 AugMt 1939. ed by Norman H Baynes (Lon 
don Oxford University Press, 1942), p 114 
2 See Chapter 9, above, pp 100 lOI 
* See Chapter 8, above, pp 87-89 
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preceding depression. Increasing consumer purchasing power was supposed 
to result from increasing employment and not from increasing wage rates. 
The wage-price spiral was to be avoided at all cost. 

Here we meet a decisive difference between the German recovery policy 
and the full-employment policies which were followed in democratic coun- 
tries. Only a totalitarian regime can combine a low-wage policy with gen- 
eral economic expansion. Democratic governments have to accept the re- 
sults of collective bargaining. But a low-wage policy does not go well 
together with the intention of stimulating private investment via the multi- 
plier effect. Inflation-conscious, Germans saw the multiplier as that dan- 
gerous velocity of circulation of money which played a decisive part in the 
German hyperinflation of 1923. 

An interesting detail of the German work-creation program was the 
establishment of a special committee, under H. Schacht, with dictatorial 
powers in all financial matters. The committee determined the extent of 
credit creation, being empowered to halt the whole employment program 
at the first signs of price inflation. 

As a result of its cautious nature the early Nazi recovery program mostly 
benefited primary employment, i.e., employment created in industries and 
on projects where government funds were directly expended and in indus- 
tries which supplied them with raw materials. As has been mentioned, sec- 
ondary effects on private investment were at first highly desired but were 
not readily forthcoming. Much of the money earned was not spent again 
but was used instead for the repayment of debt or for building up nevr 
savings; this constituted a leakage in die multiplier effect. 

Since private investment was not wiling to take over, the government 
had to shoulder an ever-increasing investment burden in an effort to reach, 
and maintain, full employment. Hov/ever, the situation could have been 
saved by any otlier large-scale investment program. As a matter of fact, 
such investment programs (in housing, road construction, etc.) competed 
heavily with armaments up to the be^nning of World War 11. 

By 1935 the National Socialists had realized with satisfaction that the 
failure of private business to recover was not so bad after all. Increasing 
private investment in the consumers’ goods industries would soon have 
been incompatible with the regime’s grovring ambitions. 


Elimination of the Pricing Process 

Daring the be ginnin g of the recovery period (1933-1934) Hitler still em- 
phasized the importance of economic freedom. The economy had to be 
liberated “from the chaos of oppressive regulations and of restrictive meas- 
ures” which were “stifling economic life.” He also said that the initiative 
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thus taken by the State had always solely as its aim and purpose to awake 
pnvate economic imUative, and thus slowly to set economic life once more 
on its own feet ” ® 

But as early as 1935 Hitler admitted that the National Sociahsts had 
taken the path to a planned economy, “a perilous adventure, for planned 
economics lead to bureaucratic control and thus to the suppression of 
individual creative effort ” In the same speech he gave a good picture of 
the planned character of the German economy m 1935 

What we have achieved m two and a half years in the way of a planned 
provision of labor, a planned regulation of the market, a planned con- 
trol of prices and wages, was considered a few years ago to be abso- 
lutely impossible In order to guarantee Ae functioning of the 
national economy it was necessary fint of all to put a stop to the ever- 
lasting oscillations of wages and prices It was further necessary to 
remove the conditions givmg nse to interference which did not spring 
from higher national economic necessities, i e , to destroy the class 
organizations of both camps which lived on the politics of wages and 
prices • 

Though the plannmg measures at that time were still mild m companson 
with what was to follow, one cannot miss the authontarian attitude in the 
passage quoted above It had not taken much time to move from a pohey 
of stimulatmg pnvate enterprise to a policy m which any e:(pression of 
economic freedom by citizens was frowned upon as ‘ interference ” 

Hitler was probably indifferent concermng which methods were used, 
as long as his aims were achieved By 1935 he was pohtically ready to start 
his armament program, and to make a great effort to become as independent 
as possible from foreign supplies Hitler was aware that these programs were 
another big step in the direction of central planning, but he argued that it 
was * a question of eusteoce or non-existence '* ^ 

When Hitler declared that “in order to guarantee the functiomng of the 
national economy it was necessary first of all to put a stop to the everlasting 
oscillations of wages and pnccs,” he rejected, perhaps unconsciously, the 
very basis of the market economy For gmdance through pnees he sub- 
stituted a constantly growing number of direct controls, which, after some 
coordination and integration, amounted to a system of central economic 
administration 

The wishes of the people (whether as consumers, workers, mdustnalists, 
or farmers) were considered “uitcrfcnng ’ when they tended to clash with 
the aims of the “nation ” And smee the wishes of the people found ex- 
pression m price and wage movements, these market reactions were sup- 

8 The Speeches of Huler, J, 886 
» Ibid, op 910-911 
tlbid.pp 927 928 . 
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pressed and replaced by administrative procedures through which the econ- 
omy could be made to conform to the dictator’s wishes. 

Such administrative controls suggested themselves also as a method 
of stemming the much-feared price inflation. Price inflation could be re- 
pressed by command, could be forbidden. But since it is very difficult to 
stabilize the general price level and still let individual prices flueffiate, the 
price stabilization program implied the abolition of price and w'age oscilla- 
tions. Because these oscillations were considered •‘interfering,” anyhow, 
they were sacrificed without regret. 

We cannot discuss in detail the frequently changing price regulations by 
which the National Socialist government tried to combine anti-inflation 
policies with central production control. The policy was not uniform and 
grew in scope and rigidity as full emplojTnent and rearmament made the 
German economy more vutaerable to price inflation. The freezing of the 
price pattern proved so stifling that it necessitated more and more direct 
controls if production was to continue. We have already seen® that re- 
pressed inflation can be even worse than open price inflation. In an open 
inflation, price relations, though distorted, are still the result of market 
forces, while the frozen prices of a repressed inflation gradually lose all 
connection with reality. 

To prevent private firms from producing for wrong markets (guided, 
as they were, by wrong prices), price consols had to be accompanied by 
direct allocations of productive resources and by stringent investment 
controls. 

We turn now to spme of the more important controls which replaced 
the working of market forces in the National Socialist economy. 


Wage Controls and the Allocation of Labor 

We saw that Hitler maintained a low wage level as a basis of inflation-proof 
expansion to full employment. The achievement of full employment did not 
lead to a change in this policy On the contrary, his determination to keep 
wages low was strengthened by the realization that labor’s position in a 
sellers’ market would be too strong if collective bargaining were permitted. 
On the whole, wages were kept at the depression level of 1933, but increas- 
ing employment led to increasing total earnings. 

The Law for the Regulation of National Labor (1934) eliminated col- 
lective bargaining and established the “leadership principle” in each enter- 
prise. The owner or manager of the firm was the “leader,” who cooperated 
with his employees as “followers” for the benefit of the people and the 
state. The “leader” determined the conditons of work, including wages. 
In this task he was advised by a “confidential council ’ selected from, but 


* Sec Chapter 9, above, pp. 108-109. 
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not elected by, the ‘followers ” Aldiough the council could not overrule 
decisions of the “leader,” it could, m case of conflict, appeal to the so-called 
“trustee of labor,” a government official 

Thus it seemed as though the breaking-up of labor unions and the aboh- 
tion of collective bargaming had mdeed established the employer as the 
decisive figure m labor relations This impression supported early behefs 
that Hitler’s aim was the revival of capitalism m its most conservative form. 

In reality, however, the “trustee of labor” had unlimi ted power to dic- 
tate the conditions of work, mcludiog wages, hours of work, the right to 
fire, etc Any regulation issued by the “trustee” for his district superseded 
existmg agreements or decisions made unilaterally \iy the ‘leader’-manager 
The ‘ trustees,” of course, had to cany out Hitler’s instructions 

The government’s complete control of labor relations was not restricted 
by the Labor Front, a party organization which mcluded both employers 
and employees By no stretch of the imagination could the l.abor Front 
be interpreted as a labor union It was supposed to foster mutual under- 
standmg between employers and employees, it supervised vocational tram- 
mg, and it took over some of the cooperative and insurance functions of 
the defunct labor unions Indeed, it had e\‘en less mfluence than do Russian 
workers’ organizations, which can at least try to mfluence the plan m its 
formative stage 

Since wage rates were no longer determined on the labor market, labor 
could not be expected to be automatically guided mto mdustnes which 
needed it most Labor had to be allocated by command free choice of 
occupation was abolished In 1935 the so-called labor book, a kind of 
passport which contained a descnption of the traimng and career of the 
worker, was introduced This book bad to be banded over to the employer, 
who, under certam conditions, could refuse to hand il back, thus freezing 
the worker m his job Labor offices had complete files which enabled them 
to guide labor according to the government’s pnorities The Labor Draft 
Law of 1938, which eventually apphed to all inhabitants of Germany, 
enabled the government to shift mdividual workers as well as whole gangs 
of workers from one place to another It should be remembered that these 
regulations originated m a peacetime economy 


Investment Controls 

How was private mvestment to be controlled where private enterprise was 
left m charge of production? No attempt was made to nationalize even the 
most strategic industries Nevertheless, the national resources had to be 
used accordmg to the production pattern which the National Socialist pn 
onty scheme demanded 

Smee private property in the material means of production was mam- 
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tained, government investment in armaments, synthetic raw materials, etc. 
took the form of an expansion of the productive capacity of private enter- 
prise. Private firms produced what the government wanted, and the gov- 
ernment, in turn, saw tliat the firms got sufiBcient allocations. An attractive 
margin between costs and prices was permitted. These profits did not 
guide production, however, and even their reinvestment was subject to gov- 
ernment control. 

The coordination of industrial production was entrusted to representa- 
tives of the business community rather than to a buraucracy unacquainted 
with the problems of industry and trade. Since the concentration of eco- 
nomic power had gone far in Germany, this arrangement was relatively 
easy. Former cartel leaders could now become chairmen of “Economic 
Groups.” Many industrialists were quite w illin g to weld the additional 
power conferred upon them as representatives of the government. Private 
monopoly and public power merged. The aims, however, continued to be 
those of the National Socialist command economy.® 

As in Russia, the whole production process of the nation had to be co- 
ordinated in one comprehensive plan once guidance through market prices 
had been abolished. How was this coordination accomplished? 

First, it was necessary to collect statistical data for all industries and 
groups of industries. From these figures had to be derived the physical 
balances of input and output. 

Secondly, these figures and balances had to be used to accomplish the 
needed over-all integration. Each industry’s output had to be seen as the 
input of other industries. Or, to put it differently, the physical balances for 
the different economic groups had to be coordinated — an extremely difiScult 
task, as we saw in the discussion of authoritarian socialism. In the National 
Socialist economy it became customary to concentrate on bottlenecks, i.e., 
on those spots where severe shortages endangered the plan. 

Thirdly, the individual firms were told what, how much, and when to 
produce. Simultaneously, they were given priorities for the purchase of the 
materials needed to fulfill these orders. 

Finally, constant check had to be kept on the fulfillment of the plan.^® 

The basic similarity between planning procedures in the National So- 
cialist and Soviet economies is nor surprising. With the elimination of the 
price system as automatic allocation procedure, it is necessary to design a 
conscious process for technological integration of the production processes. 
That the German planning procedure was less ponderous, less visible, and 
perhaps somewhat more elastic may be due to the fact that the task was 
handed to leading businessmen in each field. 

» Cf. Heinz Paechter, “Recent Trends in the German Command Economy,” Journal 
of Political Economy, LIT (1944), 217-233. 

WSee Walter Eucken, Grundsatze der Wirtschaftspolitik (Hamburg; Rowohlt, 1959), 
pp. 61-63. 
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Our basic cnbcism must be the same as m the Russian case, viz,, that the 
system could not lead to the most economical use of the means of produc- 
tion because it refused to allocate the factors accordmg to considerations 
of marginal productivity 


Financial Arrangements 

The outwardly capitalist character of the National Sociahst economy im- 
phed financial arrangements which differ from those of the Russian plan 
The pnnciples were simple Private mdustry was required to use its profits 
to finance investments desired by the government In order to pay for arma- 
ments, road construction, synthetics production, etc , the government col- 
lected a substantial part of the nation’s mcome Whatever additional funds 
were needed for government planned projects could be borrowed m the 
credit market, whose organization ensured smooth compliance with the 
government’s will 

The work-creation program was financed by so-called work-creation 
bills These bills were issued by private firms, accepted by the authonties 
m charge of the projects, discounted by the commercial banks and re-dis- 
counted by the Reichsbank In these arrangements we can detect the gov- 
ernment’s desire to imitate as closely as possible the creation of money 
on the basis of commercial paper*' National Sociahst financial experts 
argued that, with the success of the work creation program, the bills could 
be redeemed out of mcreasmg pubhc revenues Indeed, it was correct to 
assume that mcreasmg economic activi^ would permit a substantial amount 
of credit creation without pnce mSation The mutation of short term com- 
mercial paper was mere rigmarole, however 

More straightforward were two other measures The Dividend Limita- 
tion Law of 1934 demanded that dividcnts above 6 per cent be mvested m 
Government bonds, while the Law for the Regulation of Credit (also of 
1934) made the whole bankmg ^em subject to complete government 
control 

In the spnng of 1938 the government stopped using short term bills for 
fear that credit creation would cause too much inflationary pressure By 
now the government had full control of the credit market, could enforce 
the purchase of its bonds, and could restnet the private issue of bonds and 
shares There was considerable purchasing power which could no longer 
be spent on consumers’ goods and could instead be mopped up for yet 
anodier round of Government spendmg — a typical sign of repressed m- 
flation 

It would be mterestmg to know to what extent the financial arrange- 

»‘Cf George N Halm Economies of Money and Banking (.Homtwood, Jll Richard 
D Irwm Inc, 1956), pp 117-120 
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ments of the National Socialists were mere window dressing. Possibly they 
were meant seriously. The preservation of the capitalist framework of the 
economy made it necessary to use the financial apparatus of the private en- 
terprise economy. Furthermore, Hitler was deeply concerned about possible 
inflationary developments. It is possible, however, that the National So- 
cialists, underestimating the economic powers of a totalitarian regime, were 
overconcemed about monetary problems and that Hitler was much more 
timid in the field of finance than in his political and militarj' ventures. Thus, 
by the irony of fate. Hitler’s monetary scruples may have helped to win the 
war for his enemies.^^ 

In connection with the discussion of financial matters it should be men- 
tioned that, once in power. Hitler did nothing to abolish the interest rate as 
unearned income, i.e., to abolish the “thraldom of interest.” However, the 
system of central administration deprived the rate of interest of its impor- 
tant function of allocating investment funds in the most economical manner. 


Agriculture and Foreign Trade 

Next to the creation of full employment, Hitler most wanted to improve 
the position of the farmer. “Within four years,” said Hitler on February 1, 
1933, “the German peasant must be rescued from the quagmire into which 
he has fallen.” Furthermore, Germany’s supply of food and raw ma- 
terials was to be made as independent as possible of foreign sources. 

As early as 1933 the whole agricultural sector of the German economy 
had been organized in the so-called Reichs Food Estate, a “self-adminis- 
tered” statutory corporation which included all persons connected in any 
way with the production, processing, and distribution of agricultural prod- 
ucts. The term “estate” gives to this and other organizations an aura of 
medieval glory but hinders rather than increases our understanding, for it 
implies an autonomy which the estates did not enjoy. They were organs of 
the central administration. 

It was relatively easy to eliminate price fluctuations in the field of 
agriculture. Strict regulation of agricultural imports and exports could 
largely adjust supply to demand, while remaining domestic oscillations in 
supply could be offset by government sales and purchases. The farmer 
paid for this protection against price fluctuations by having to accept in- 
numerable bureaucratic controls. The nation as a whole paid for increasing 
self-sufficiency through sharply increasing production costs, i.e., through 
loss of the advantages of international division of labor. 

A centrally directed economy with price and production controls can- 

12 See Burton Klein, "Germany’s Preparation for War; A Re-Examination,” Amer- 
ican Economic Review, 'XXXVITI (March, 1948), 73. 

' 13 The Speeches of Hitler, 1, 114. 
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not permit freedom of mtemational trade The planned economy must be 
protected against unforeseeable changes in exports and imports In Russia 
the needed insulation agamst the va^nes of world trade is accomphshed 
through a slate monopoly which controls all exports and imports The Na- 
tional Sociahst economy achieved virtuaUy the same result through foreign 
exchange controls Foreign trade was left m private hands, but what the 
private traders were permitted to do was strictly and mmutely regulated by 
the government 

The foKiga exchange control measures of the National Socialist econ- 
omy were fantastically comphcated The major pnnciples of foreign ex- 
change control, however, are quite simple to understand Essentially, 
exchange control is a combination of ceOiog pnees and rationing on the for- 
eign exchange market The government cstabhshes a price (m terms of its 
own currency) for the basic unit of each foreign currency For all or most 
of these currencies, however, the rate established is lower than the equi 
Iibnum rate, just as the price of gaso line , m war time, is kept much lower 
than the market situauoo justifies The demand for foreign currencies ex- 
ceeds the supply at the official rate and must be artificially restramed The 
allocation of foreign exchange throu^ the government leads to imports m 
conformance with the requirements of the plan Regarding imports the ad 
mmistration has to make four major decisions, viz., “ ( 1 ) how much to allot 
for different purposes (commodity imports debt service, tounst traffic, 
etc ) , (2) how to distribute the exchange available for imports among dif 
ferent commodities, (3) how to ration exchange among different firms, and 
( 4) how to distnbute the total among different countries ' ** 

In order to be able to allocate foreign exchange to the uses it considers 
most important, the government must get hold of mcoming foreign ex- 
change All exporters must be made to sell their foreign exchange earnings 
to the government at the official price Smee this price is artificially low, 
exportmg is not attractive to private traders and must be stimulated by 
subsidies which improve the exporter’s competitive position on the foreign 
market 

Hitler developed foreign exchange controls into an instrument for the 
monopolistic control of mtemational trade, the circumvention of com- 
mercial treaties, and the estabhshment of bilateral cleanng agreements 
under which the accumulation of German debts could by itself be used to 
exert pressure on foreign creditors 


The Nature of the National Socialist Economy 

Was the National Soaalist economy a capitalist or a socialist system? 
Probably it was neither, it wanted to be quite different from both The 

** League of Nations International Currency Experience, l9A4,f 173 
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Hitler economy can, perhaps, be understood best as a kind of capitalist war 
economy able to operate in peace time. What democratic countries could 
do only under the impact of war, the dictator could undertake to do six 
years before the outbreak of hostilities. The totalitarian regime can dis- 
solve labor unions, abolish collective bargaining, freeze wages and prices, 
control the distribution of resources — can do all this and more without 
having to wait for a national emergency in which the people are ready to 
forgo important economic liberties. 

Let us see what remained of the capitalist character of the German 
economy under Hitler. 

(1) The outer shell of capitalism was preserved. The new organizations 
and controls were not overtly anticapitalist; they were designed to over- 
come difficulties connected with depression, dependence on foreign sup- 
plies, shortages of foreign exchange, inflation, and rearmament. AH devia- 
tions from the straight capitalist road seemed to be as temporary as the 
emergencies requiring direct controls. It is understandable that many Ger- 
mans held the belief that some time in the future all these various controls 
would be removed to make room again for the operation of market forces. 

(2) It would have been possible for Hitler to go back to a system with 
fewer controls and an increased emphasis on price fluctuations. The basic 
institutions of capitalism, private property in ffie means of production and 
private enterprise, were s^ preserved. Tlie success of the German “social 
market economy” after 1948 is proof of the fact that the price system was 
able to take over. 

(3) In several instances the National Socialist economy prided itself as 
representing a return to a free economy rather than a movement toward 
central planning. The destruction of the labor unions, the increasing power 
of the employer as “leader” in all labor relations, the emphatic refusal to 
nationalize the banking system, and the importance of big business in the 
administration of industrial production — all these were interpreted as evi- 
dences of a “purer” form of capitalism, “purer” in the sense of being more 
uncompromising and more extreme. Of course, such policies were also 
more in conformance with the Marxist idea of what capitalism would be 
like before its downfall. 

(4) For many years the leaders of the National Socialist economy con- 
tinued to think financially in capitalist terms. Indeed, they were unaware 
of all the economic implications, possibilities, and potentiEdities of the sys- 
tem of controls which they had created. They learned faster in some in- 
stances than in others. Exchange control measures, for example, were ex- 
ploited to the utmost. Domestic monetary problems, on the other hand, 
seemed to have worried these leaders more than the facts warranted. 

The above points, then, might be used to argue that National Socialism 
was either a l^d of monopolistic supercapitalism or an essentially liberal 
market economy reluctantly forced to use controls. On the other hand, one 
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might contend that the totahtanaa, centraltstic character of Hitler’s econ> 
omy indisputably depnvcd it of the right to be called capitalist Our views 
will depend, of course, on what we consider the essence of capitalism to be 
If, instead of emphasizing the monopolistic character of capitalism, we 
stress Its unplanned character as a market economy which permits con- 
sumers’ sovereignty and free choice of occupation, we shall consider m- 
creasmg controls a step away from capitahsm While each individual regu 
lation may appear comparatively unimportant, all controls together amount 
to a complete change m the economic climate 

The following pomts can be made by those who beheve that National 
Socialism must not be identified with (liberal) capitalism 

(1) The forces of the market were replaced by direct controls 

(2) Much of the capitalist appearance of the National Socialist econ- 
omy was mere window dressmg designed to make the crude fact of a 
command economy less obvious Its leaders tried to create the impression 
of a maintenance or even a revival of capitahst principles, while the facts 
pomted clearly m the other direction The regime was eager to maintain 
the appearance of personal freedom when, m reality, its citizens had no 
choice whatever Although membership m the Labor Front, for example, 
was “voluntary,” it was impossible to get employment without member- 
ship 

(3) Just as the regime could theoretically have reverted to the pru* 
ciples of a market economy, so, too, could it have shed its capitalist skin 
and shown its true nature as a command economy Private ownership of 
the means of production is of doubtful significance li production is centrally 
planned The government could have ^filled its promise to abolish in- 
come unearned by work Since prices, wages, and profits bad lost their 
guiding functions, there was no need to mamtam the income distnbution 
that had been mhented from capitahsm 

(4) The more we emphasize the clement of economic freedom in the 
capitahst market economy, the less can the National Sociahst economy 
qualify as capitalist The question of free choice loses all rneamng m a 
regime which, through its propaganda ministry, controls the imnds of the 
people until they can no longer distmguish what they themselves want from 
what the government wants them to want Such a system has reached its 
aim when the people are so thoroughly mdoctnnated or mtumdated that 
they “freely” act as the government expects them to act 
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CHAPTER 21 


MARKET ECONOMY AND 
WELFARE STATE 


Introduction 

The four chapters comprising the last part of the present volume have this 
in common: they deal with attempts of politically free systems to combine 
their free institutions with regulations which encroach on these institutions. 
Such encroachments may stem from the desire to overcome the weaknesses 
of capitalism, from the desire to develop underdeveloped countries, and 
from international trade relations between market economies and planned 
economies. We shall take up these problems successively. The last chapter 
tries to show what kind of compromise is suggested by the very nature of 
the market economy. 

The present chapter concerns economies which have in common that they 
are predominantly private enterprise economies, are consumer-oriented and 
are, to some extent at least, market economies. To put it difierently, they 
are not centrally planned dike Russia), are not centrally administered (like 
the German economy under Ehtler), and are not based on government 
ownership of the material means of production (as in the liberal socialist 
^blueprint). 

Since a survey of all developed market economies would be much 
too big a task to undertake, we shall limit our study to two examples: the 
British economy under the Labor administration and the West-German 
social market economy.^ 

To tmderstand the problems which faced the free economies after World 
War n, we have to look back to the period before the war when the capital- 
ist market economies went through the cataclysm of the Great Depression. 

1 For a survey of the market economies, see Economic Systems of the West (Basel: 
KyMos Verlag; Tubingen; J. C. B. Mohr, Vol. 1, 1957, Vol. n, 1959). 
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Out of this penod grew Hitler’s economy of central administration, and 
out of It was bom, m democratic countries, a new philosophy lacking faith 
m the market economy This faith was never quite regained before the out- 
break of World War II, and war experiences, m turn, seemed to support 
those who felt that emergency situauons could not be handled by the pncc 
system At the end of World War II it was generally believed that the mar- 
ket economy’s mabihty to handle prewar depression problems made it 
unreliable for the penod of postwar transition War destruction, demobiliza- 
tion, retooling of industry, structural changes m world trade, excess pur- 
chasing power (“the monetary overhang”), etc seemed to be so many new 
problems superimposed on the old difficulties After the relative secunty of 
wartime full employment most politicians and economists dreaded the 
jump into the cold water of a free market system Bafllmg contradictions 
seemed to lurk everywhere pent up purchasing power would lead to infla- 
tion, insuffiaent investment and mass unemployment would have deflauon- 
ary effects, the interest rate would have to be low to stimulate pnvate m- 
vestment, the interest rate would have to be high to maintam monetary 
stability, pnees would have to remain under government control, pnccs 
would have to be permitted to change freely, etc 

Some countries, finding themselves to the predicament of having neither 
free markets nor central planmng to rely upon, bad to temporize, as best 
they could, with a host of uncoordmated direct controls Others abohshed 
their price and production controls before (hey had reconstructed their 
monetary systems, and they consequently paid price of inflation Still 
others dealt decisively with the monetary problem, dismantled controls and 
trusted markets and private imtiative 

Behind these different policies stood differences m philosophy m which 
we could be tempted to discover the old sociahsm-capitahsm controversy 
were it not for the following facts 

In discussions of the market economies of the West the term "capitalism” 
IS now often avoided This is not only true for countries whose administra- 
tions are controlled by socialist patties but also for countnes which are iry- 
mg to come as close as possible to the model of a free market economy 
West Germany, for instance, refers to its economic system as social market 
econrury and .cot as ca ptalism 

Thus the term “capitahsm" has largely disappeared from the discussion, 
whereas the term “socialism” is still m use, despite the fact that maintenance 
of pnvate property and private cnlerpnsc implies a market economy and 
does not fit the older definitions of socialism Although the economic es- 
sence of capitalism has been preserved, everybody dissociates himself from 
the connotations of the term, and while the meaning of sociahsm has been 
diluted beyond recognition, the term continues to be used because of its 
connotations of equahty, welfare, and planning 

The rejection of the term “capitalism” indicates that all modern market 
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economics are to some degree welfare economies. Although there may be 
substantial differences in degree, all modem market economies want to reg- 
ulate the market. We shall see that the main difference between our two case 
studies concerns less the aims than the methods. From the socialism-capital- 
ism controversy the problem has changed to a conflict between the advo- 
cates of many direct controls and those who want to limit needed regula- 
tions as far as possible to indirect measures which do not disturb the price 
mechanism. The British economy under the Labor administration will serve 
as illustration of a market economy which is regulated by many direct price 
and investment controls; the economy of West Germany will be the example 
of a market economy which tries to reach its objectives by reliance on a 
competitive pricing process. 

As in the discussion of Russia and of Hitler Germany, no attempt is made 
to offer a complete picture. Our interest is focused on the issue of con- 
sistency. We shall see that the West German economy is, in this respect, 
superior to the British economy under the Labor government. This state- 
ment implies no value judgment about the aims of either system; nor is it 
impaired by the admission that many influences were at work which had 
nothing to do with the differences in economic policy. 


Disappointment in Nationalization 

The statement that the market economies of the West have in common the 
preservation of private enterprise rests on the fact that in none of these 
countries has nationalization been carried forward to a considerable degree. 
Socialist economists in England have pointed out that the nationalized sec- 
tor of the British economy will always remain a minority of the whole, ^ and 
that it would be an error to equate socialism and nationalization.® The 
reason for this reserved attitude toward what at one time seemed to be the 
most important point in the constitution of the Labor party (1918) can be 
found in the following circumstances: 

(1) Probably most decisive was the realization that the state can 
achieve its main economic purposes by control — vdthout public ownership 


2 Francis Wffliams, Socialist Britain (New York: The Viking Press, Inc., 1949), p. 
91. 

3 See, e.g., W. Arthur Lewis, The Principles of Economic Planning, A Study Prepared 
for the Fabian Society (London: Dennis Dobson, Ltd., 1949), p. 10; Oliver Franks, 
Central Planning and Control in War and Peace (Cambridge, Mass.: Harvard Univer- 
sity Press, 1947), p. 20. German socialists, too, have turned away from nationalizaU'on. 
On November 15, 1959, the Social Democratic party adopted a new program which 
“makes it absolutely clear that public ownership is but one means to protect the free- 
dom of the individual against the predominance of uncontrolled powerful interests 
. . . and the new formula therefore reads, ‘As much competition as possible— -as 
much planning as necessary.’ ” — The Bulletin; A Weekly Survey of German Adairs, 
Bonn, November 17, 1959. 
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— of the means of production Not all mcmbcR of the Labor party agree, 
however, and the majonty who do agree differ in what they mean by coo 
trol We shall have to differentiate repeatedly between those controls which 
are compatible with the market economy, and work, as it were, throu^ 
the market and those controls which inhibit the workmg of market forces 
The contrast between the British and German cases which we are about 
to compare hes mainly m this different concept of the role which the state 
should be made to play 

(2) Since the sociahst parties of the West do not advocate revolutionary 
methods, nationalization imphes compensation for former owners, a fact 
which makes it less attractive 

(3) The organizational problem regarding nationalized industnes has 
proved difficult m practice Hugh Gaitekell doubts that “there is any escape 
from the dilemma that the more independent the boards (of nationalized 
mdustnes) are allowed to be, the more they will exercise power without 
responsibihty, and the less independent they become, the greater the nsk 
of over-centralization and lack of enterpnse ” * 

(4) The general economic consequences of even the modest amount 
of nationalization which was earned through and maintained (coal, elec- 
tncity, transport, central banking) have not been favorable Prices were 
set below equihbnum levels, costs were not sufficiently considered, capital 
was invested at artificially low rates of interest and labor employed at arti- 
ficially high wages, and losses were covered by the state Investment funds 
and productive resources were consequently wasted ® If the nahonahzed 
area of the Bntish economy were to ^ considerably enlarged, this inter- 
ference with the pnee system might grow to major proportions At the 
same tune a centred plan imght not be available to see that at least techmeal 
consistency is mamtameo throughout the economy 

(5) If the remammg enterprise sector is to perform effectively, pn^te 
enterpnse must feel confident that it will not be nationalized, the sword of 
Damocles must not be left danglmg over it Commentmg on the transmon 
from capitahsm to socialism, C^kar Lange expresses the belief that if na 
tionalization is contemplated at all, it should be the first rather than the 
last step He says. 

The opmion is almost generally accepted that the process of soaahza- 
tion must be as gradual as possible m order to avoid grave economic 
disturbance . . Unfortunately, the economist cannot share this the- 
ory of economic gradualism An economic system based on pnvate en- 
terprise and pnvate property of the means of production can only 
work as long as the secunty of pn^tc property and of income derived 

*Hngh Caitskell Recent Developments in Bntish Socialist Thinking (London Co- 
operative Union, Ltd^ 1956) , p 14 

# See O C. Allen, "The BnUsh Economy," m Economic Systems of the West, I, 75 
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from property and from enterprise is maintained. The very existence 
of a government bent on introducing socialism is a constant threat to 
this security. Therefore, the capitalist economy cannot function under 
a socialist government unless the government is socialist in name only.® 


(6) The reasons advanced for the nationalization of industries are not 
particularly impressive. The “basic” industries argument fails to define what 
is basic. The monopoly argument is exposed to the criticism that national- 
ization intensifies the monopolistic character of an industry and that it is 
doubtful whether management would be improved in practice. The argu- 
ment that unified administration can better integrate an industry requires 
that the gains from better organization are not lost through increasing bu- 
reaucratic friction. Finally, the distressed industries argument often wants 
to keep alive via nationalization industries which are rightly declining in 
response to changed demand or cost schedules. Other arguments, which 
urge nationalization as a means of attaining ends like full employment and 
equalization of income, are poor because the aspired ends can be better 
achieved by other means. 

Since the British Labor party has shown no interest in further national- 
ization, with the single exception of steel, it can claim only a very diluted 
kind of socialism as its aim. But the British socialists who now want to 
achieve central planning within the framework of a private enterprise econ- 
omy will have to prove that the shortcomings of autooritarian capitalism — 
rather than authoritarian socialism — can be avoided. That the decisive is- 
sues are often not clearly understood can be seen in the proposal that the 
govermuent should gradually acquire the ownership of private industry 
through the acquisition of equity shares. When Hugh Gaitskell suggests that 
the government may do this “without necessarily exercising detailed con- 
trol even over an industrial firm — ^much less a whole industry,” he mini- 
mizes a diflBcult practical issue. Is it not probable that this “backdoor” na- 
tionalization will be used to accomplish aims which are incompatible with 
the private enterprise economy? Is it not likely that, once the state owns the 
majority of shares in both firms and industries, they will be expected to 
operate according to a tripartite system (used in some nationalized enter- 
prises in France) reflecting the views of representatives of employees, con- 
sumers, and the state? If so, is it not further likely that the views of these 
diverse interests will prove so irreconcilable that finally leading technicians 
will have to make all important management decisions? 

We assume in the following pages that in the Western democracies there 
is little desire to push nationalization much further, that private enterprise 


« Oskar Lange and Fred M. Taylor, On the Economic Theory o/ 

neapolis: University of Minnesota Press, 1938), pp. 122-123. Copynght 93 y 

the University of Minnesota. 

Gaitskell, op. cit., p. 35. 
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IS m charge of most production processes and that private decisions are 
basically free 


Aims and Policies of the Labor Party 

British socialists are so concerned with securing greater income equali^ 
that they have sometimes seemed to neglect the problem of secunug a larger 
national “cake and instead to concentrate exclusively on the problem how 
it should be “cot ” They pursued a more egahtanan distribution from sev- 
eral sides simultaneously 

(1) Equalization through taxation This attack on inequality has already 
gone rather far, considering that the British economy must stiU rely on pn- 
vale initiative and private saving We have already seen, furthermore, that 
excessively progressive taxauon begms to interfere seriously with the proper 
division of labor 

(2) Equalization through government spending Although the measures 
which fall into this category (e g , free health service) may be controversial 
when considered separately, or too expensive and injaatjonaiy in the ag- 
gregate, they are basically compatible with the market economy 

(3) Equalization through control of food pnees As an equalitanan and 
anti infiatiou measure this policy is roundabout, wasteful and clumsy 
Bntish food subsidies violated the basic prmciple of consumers’ sovereign^, 
distorted the pnee structure, and mvited waste Furthermore, inflation 
should be attacked by removing its causes rather than by tiymg to cure its 
symptoms 

(4) Equalization of opportunity This attack on inequahty — ^which is 
compatible with the principles of the market economy — goes to the very 
root of the problem Free education will increase productivity and the size 
of the distributable income 

The British economy enjoyed full employment during the Labor ad- 
mmistralion, but it maintained this high employment level by policies which 
were inflationary and which tended to perpetuate the dollar shortage that 
had been inherited from the war Full employment conditions, further- 
more, strengthened the bargainmg position of the trade unions and made it 
impossible for the Labor party to resist their pressure for higher wages and 
shorter hours Downward adjustments of wages became next to impossible 
When this tendency toward higher wages is added to the egahtanan policies 
of the government, it can be seen that consumers’ demand pressed stion^y 
for a larger share of the nation’s income at the expense of mvestmenl and 
the abibty to export 

Wage negotiations could not have led to constantly increasmg wages if 
they had been conducted wiibm a monetary framework which was not m- 
de^tely expansible The monetary authonties, however, made available 
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whatever amount of purchasing power was needed for full employment to 
be maintained in spite of rising wage rates. Insistence on a stable value of 
money would have created some counter pressure on the labor market, 
for above a certain point rising wages would have caused unemployment. 
The full employment policy, however, was sacrosanct. 

A policy of monetary stability has to rest on a rate of interest which is 
high enough to limit credit creation to noninflationary proportions. This 
rate would have been much higher than the one the Labor administration 
permitted to prevail. A high rate of interest was not excluded merely to 
prevent unemployment. An even more direct reason was the unwillingness 
of the Labor administration to have its investment program restricted. But 
by following a cheap money policy, the government made “itself responsible 
for substituting some control in place of the brake that high rates of interest 
othenvise impose on capital projects.” ® 

The Labor govermnent wanted to plan investment, i.e., “to lay down 
general strategy in the economic field and to see that the over-all strategical 
plan is followed without interfering too closely with the tactical decisions 
of the commanders in the field.” ® However, the aims of the government’s 
investment “plan” were exceedingly vague, and this is not surprising in an 
economy which did not have an apparatus for central planning and which 
was still predominantly a private enterprise economy. Indeed, how can in- 
vestment priorities be arrived at under these conditions? 

Who is to decide between the relative urgencies of a new bridge in 
Basutoland, a new hospital in Aberystwyth, a new mousetrap factory 
in Glasgow, or a new cinema in Orford? The answer is that nobody 
can decide, and that therefore conscientious officials, fully knowing 
that they have not the facts on which to base a judgement, will pass 
everything that seems on the face of it to be reasonable. The result is 
always that more licenses are granted than the avaUable resources can 
fulfill, and that there is an unholy scramble in the course of which 
many of the most urgent projects are held up because the promoters of 
the less urgent have been more skilled in the arts of acquiring scarce 
materials.^® 

These problems could have been avoided if a proper rate of interest had 
been chosen. But if, for example, a rate of 3 per cent was maintained when 
the rate should have been 10 per cent, investment funds tended to be kept 
from the most urgent needs, such as exports, and spent on such long-term 
projects as railroad electrification.^^ In addition, cheap interest rates created 

«Roy Harrod, Are These Hardships Necessary? (London: Rupert Hart-Davis, Ltd., 
1947), p. 33. 

® Williams, op. cit., p. 92. 

Lewis, op. cit., pp. 56-57. 
tt Cf, Hmod, op. cit., p. 78. 
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mflatioilaiy pressures which necessitated pnce controls, just as investment 
according to pnonties required the estabhshment of a liccnsmg system 
The investment policy of the labor government shows lack of a thorou^ 
understandmg of the allocation problem While vaguely playmg with ideas 
of “planning,” the Labor administration gave httle thought to the question 
of how pnonties can be established and the proper mtegration of produc- 
tion processes accomplished short of a full fledged central plan The gov- 
ernment’s development program did not constitute a well-integrated whole 
The Bntisb economy at that time tested neither on central direction nor on 
a free market process 

The controls by which the government tned to ensure the cooperation 
of private mdustry were to a large extent inhented from the war 

The doctnnaire bebef m the planned economy made the Government 
reluctant to remove these controls however unsuitable they might be 
for peace time purposes But, m the absence of resolute attempts to 
deal with inflation directly, these controls had to be retamed and even 
extended As the maldistribution of resources mcreased, more and 
more detailed State mtervention seemed to be justified m the day to- 
day workmg of industry The net output of finished goods from the 
labor and raw matenals available was much lower than it would have 
been m a free market purged of the inflationary pressure So that a 
controlled economy which bad been accepted for political reasons now 
seemed to be essential on gnm economic grounds The vicious circle 
was complete Inflation unattended to, controls over the distribution 
of resources to prevent price rises, maldistnbution of resources be- 
cause of the inherent clumsiness of controls, dwmdling production m- 
tensifymg the inflation, more controls and so on, endlessly ^ 

The Labor government, trying to find its way back to expanding, multi- 
lateral world trade, rejected regionalism, but its domestic policies were not 
always suited to support this attempt To bridge the postwar dollar gap ex- 
ports had to be mcreased in relation to imports We have already seen, 
however, that domestic consumption and investment, which tended to re 
duce excessively the volume of goods available for export purposes, led to 
inflationary pressures which made it difficult to sell abroad 
To meet this problem, too, the Labor government relied on direct m- 
stead of over-all monetary controls, agam it tned to cure symptoms rather 
than the cause To prevent the easy sale of merchandise at home, the gov- 
ernment presenbed for each potential export mdustry the proportion of its 
output which It had to sell abroad What the pnce mechanism would have 
handled according to the wishes of foreign buyers, the government tned to 

I* John Jewkes Ordeal by Planning (New York Tbe Macmillan Company, 1948), 
p 77 
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do by dividing the country s output between the domestic and foreign mar- 
kets. The mistake was the same as in the government’s investment policy: 
an unnecessary bureaucratic apparatus was created to solve a problem 
which market forces, unimpaired by inflation, would have solved automa- 
tically. 


Trying to Do Too Much 

.If we consider British consumption, investment, and export policies as a 
whole, we see that the basic weakness was that the Labor government tried 
to do too much. This tendency would have led to price inflation had not the 
government maintained rather strict and numerous price controls. Price 
controls, in turn, made it necessary to replace the selective function of the 
market with direct quantitative controls, and these direct controls were so 
awkward and uncoordinated that they in turn decreased efficiency, thereby 
further increasing the inflationary pressure and the disequilibrium in the 
balance of payments. 

It is difficult to understand why the Labor government chose this un- 
satisfactory way of unpopular “nuisance” controls. At a time when the the- 
ory of socialism had come to understand that a price system would have to 
be artificially created in event of government ownership of the material 
means of production, the Labor government tried to handle its problems 
without the guidance of prices. It did so in spite of the fact that main- 
tenance of private enterprise made use of the price mechanism easy. 

If our diagnosis is correct, if the basic trouble w'as that the government 
was trying to do too mueh with inadequate methods, then the British policy 
can hardly be referred to as “austerity.” The British people voted them- 
selves a higher standard of living than the economy’s productivity per- 
mitted. In addition, they aggravated the sitution by investing too large a 
part of their resources in time-consuming projects which could have been 
postponed. 

No doubt, many difficulties arose out of the fact that Britain’s position 
in world trade had undergone a structural change. The price and exchange 
mechanism alone would not have sufficed to solve all of Britain’s postwar 
problems. It must also be emphasized that many of the social aims of the 
Labor party were achieved and became a permanent feature of the British 
economy. Our criticism must be tempered by these two considerations. 
Nevertheless, the Labor party’s economic postwar policy can be considered 
as yet another example of the difficulties which must arise when market 
forces are constantly interfered with by direct controls without the benefit 
of a central coordination of these controls. 

Barring total nationalization, the way out of these difficulties leads in two 
opposite directions: government controls can be expanded and integrated 
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tmtil an economy of central administration is established, but democracies 
will use this road only m the event of total war, or the government, realizing 
the importance of the market, tnes to limit its economic policy in the man 
to mdirect (monetary and fiscal) controls which support the price mecha- 
msm rather than mterfere with it 

Needless to say, we are dealing here with broad generalizations and basic 
philosophies rather than pure types and clear-cut distmctions Keep- 
mg this m mind, we may consider the case of West Germany as that of a 
country which chose to rely heavily but not exclusively on the forces of the 
market To this case we shall now turn 


West Germany’s Social Market Economy 

We saw that after World War II the impression prevailed that emergencies 
have to be met by special measures outside the pnce ^stem, that the mar- 
ket cannot be trusted to adjust to sudden changes, and that direct controls 
are imperative m proporuon to the emergencies which must be met 

Applied to postwar Germany, this recipe would have meant maintenance 
of a centrally controlled economy and, at best, a very gradual transition 
back to the principles of a market economy What actually happened was 
the opposite 

Nowhere m the Western world was the economic situabon so desperate, 
and apparently so hopeless, as m Germany between 1945 and 1948 The 
cities were heaps of rubble, the transportation system was destroyed, pro- 
duction and distribution were almost at a standstill Even when, with the 
aid of the occupation authonties, a semblance of order was estabhshed, 
the situation was still bleak The country was partiuoned, and the Western 
part was the aim of an endless stream of refugees from the East Inflation 
could no longer be repressed Food rations were insufficient Work at 
official wage rates offered little mceotive when barter transactions m black 
markets were both more profitable and necessary for survival anyhow 
Even mdustry had to employ barter methods — at tremendous cost in terms 
of productivity The mark had ceased to function as a unit of account and 
was practically repudiated as a means of payment 

tLs situation was changed ovemi^t through the currency reform of 
June, 1948, in which the supply of money was cut down decisively to match 
the supply of goods without excessive pnce inflation A currency reform 
would have been necessary in any case even a system of centrid control 
would have needed a complete rcconstrucOon on ffie basis of a new mone- 
tary umt, thou^ it IS difficult to see how a new pattern of official pnees 
could have been found without the aid of free markets Whether a currenqr 
reform would have been successful withm a system of central admmistra- 
hon we do not know, for the cunenty reform m West Germany was con- 
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nected with a basic change of economic philosophy: the return to a market 
system. 

Why did West Germany return to the principles of a market economy, 
and what kind of economic system was to be constructed? 

It should first be stated that the choice was by no means unanimous. 
The Social Democratic party was vehemently opposed, and the occupation 
authorities were cool and skeptical. But the countr}' at large had had 
enough of controls. Controls had characterized the Hitler regime, which 
had gone down in defeat; after the war, controls had failed to achieve then- 
purposes and instead led to an unbearable psychological situation, where, 
in the face of a tremendous reconstruction job, all personal initiative was 
blocked. The population was \villing to give Ae market system a try. Never- 
theless, great courage was required of the political leaders responsible for 
undertaking an experiment which ran counter to the nearly unanimous 
opinion of politicians and economists throughout the w'orld. How did these 
German politicians reason? 

Alfred Miiller-Armack, who coined the term “social market economy,” 
argued as early as 1946 roughly as follows:^® 

The market economy antedates the philosophy of laissez faire. The es- 
sence of the market economy is that all economic processes serve the con- 
sumer, whose preferences guide production via price signals. But liberalism 
(which in the European sense means a philosophy close to laissez faire) is 
not acceptable any more. It made the mistake of regarding the market 
process as a satisfactory order of a nation’s economic life; it was not con- 
cerned with the economy as a whole; it was willing to leave the competitive 
process free to exclude competition itself; it equated the distribution which 
the market brought about with the distribution that was socially just; it 
wanted market forces to take care of business-cycle problems; in short, it 
considered the market process as an end, when that process should have 
been considered merely as an instrument. 

For these reasons “liberalism” was discarded, and the basic principles 
of the market economy were discarded with it. The place of the market 
economy was taken by an economy of “dirigism” (Lenkungswirtschaft) . 
But dirigism did not work well even under a dictatorship, for it eliminated 
the market process and thereby the possibility of consistent economic ac- 
counting. 

Neither the old-fashioned “liberalism” nor the dirigism of a central ad- 
ministration are acceptable to Miiller-Armack. As a synthetical third solu- 
tion he suggests that the market serve as a supporting framework for the 
economy but that the market be consciously managed. Such an economy 
is not limited to any particular aims, and its aims might be the same as 
those of a welfare state (e.g., avoidance of monopolistic exploitation, high 

Alfred Miiller-Annack, Wirtschaftslenkung und Marktwirtschaft (Hamburg. Verlag 
fiir Wirtschaft und Sozialpolitik, 1947). 
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employment level, social seomty) The important thing is that these aims 
are to be reached by policies which are compatible with the market econ- 
omy, 1 e , which work through the market rather than against it All policies 
which are not compatible with the market framework should be excluded 

The group of economists who, like Muller-Armack, favor a social mar- 
ket economy call themselves “neo-hberalists,” implying thereby that they do 
not recommend merely a return to a free pnee system They reject laissez 
faire and advocate mdirect controls in the form of monetary and fiscal 
policies, together with “rules of the game” for various market parties The 
price system is to be freed from those government controls which tend to 
distort the economic accountmg and allocation process, but it is also to be 
protected against mterference from pnvate monopoly 

These ideas are veiy similar to those which eventually prevailed m other 
countnes once the shortcomings of direct controls became evident The 
West German case, however, is outstanding for the following reasons 

( 1 ) Coupled with the currcni^ reform, the new philosophy made an m- 
stantaneous impact Practically overnight the economic climate was changed 

(2) The success of the social market economy was achieved under con- 
ditions which seemed hopeless Indeed, the success appeared to be an 
“economic miracle” to those who bad considered the price mechanism oo- 
solete 

(3) The neo-hberahsts, mstead of introducing more and more controls 
ad hoc, established one guiding principle and then clung to it however un- 
pleasant the results were in individual cases They entrusted to the market 
the solution of problems which they felt the market could solve better 
than a great number of bureaucratic controls could While controls were 
not entirely absent, they became the exception from the rule 

(4) The new policy effected a rapidly rising increase m income, a high 
employment level, and a satisfactory development of West Germany’s bal- 
ance of payments 

The Germans were receptive to this new policy because of their past ex- 
perience with two inflations, one open and one repressed By 1948 they 
were perhaps more immune to inflationist ideas than were most other coun- 
tries Furthermore, the Hitler economy of central administration and its 
final breakdown had created a sense of frustration which strongly favored 
freedom and a release of pent up energies Against the background of 
dirigisra and inflation, the soaal market economy appeared as the rebirth 
and vindication of the basic principles on which an unplanned economy 
has to rest 

The Success of the Social Market Economy 

Several factors which contnbuted to the success of the social market econ- 
omy were of a fortuitous nature Th^ were important, and perhaps even 
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decisive, since they counterbalanced some of the difficulties which stood 
in the way of a revival of the German economy. Foreign aid partly offset 
the cost of occupation and reparation; the partition meant that West Ger- 
many could buy food in the world market at better terms of trade; the pro- 
ductive capacity damaged by war was probably less than the capacity con- 
structed during the war; and the w'orld market situation was particularly 
favorable for German exports, while German import demand proved to be 
less formidable than might have been expected. The foreign trade situation, 
however, cannot be ascribed entirely to fortuitous conditions, for the vol- 
ume of exports and imports was greatly influenced by West Germany’s do- 
mestic economic policy.^^ 

To find the main reason for the success of the social market economy 
we must look beyond the above factors. 

The twin birth of the social market economy and the new German cur- 
rency indicates the importance of monetary stability. Ludwig Erhard, who 
is the person most responsible for the success of the social market economy, 
considers currency stability the mainstay of the new system. He believes 
that “the social market economy is unthinkable without a consistent policy 
of currency stability” because “only this policy guarantees that groups of 
the population do not enrich themselves at the expense of other groups.” 

We have seen tliat inflationary developments played a decisive part in the 
British control system: low interest rates and pressure for higher wages 
were incompatible wth monetary stability, necessitated price and invest- 
ment controls, and prevented the most economical allocation of productive 
resources. Also, they encouraged the British economy to live beyond its 
means, and tlus in turn was detrimental to foreign trade and the formation 
of capital. 

The neo-liberalists argued (1) that the currency had to be stable to 
avoid a price-wage spiral; (2) that it had to be stable if sufficient private 
savings were to materialize; (3) that the principles of the market economy 
excluded the use of price, investment, and exchange controls; (4) that the 
balance of pajrments problem could be solved only if the purchasing power 
of the currency unit remained stable; (5) that the distribution of invest- 
ment funds had to rest on a rate of interest high enough to equate the de- 
mand for loanable funds with their noninflationist supply; and (6) that a 
“just” distribution of income is possible only under conditions of monetary 
stability. 

Throughout the Western world there is more agreement concerning 
these propositions today than there Was in the years directly following the 
war. But even now, professed support of these principles goes hand in hand 
with an expression of regret that perfect monetary stability is not possible. 

i<For an excellent discussion of these points, 'see Henry C. Wallich, Mainsprings of 
the German Revival (New Haven, Conn.: Yale University Press, 1955). 

Ludwig Erhard, Wohlstand fiirAlle (Diisseldorf: Econ-Verlag, 1957), p. 15. 
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The most common reason cited is the upward pressure on pnces which is 
constantly exerted by powerful groups and which central banks can block 
only at the pnce of unemployment 

How did the social market economy solve this crucial problem? 

Labor^s Contribution 

West Germany’s economy after 1948 was not a full-employment economy 
Such an achievement could not have been eitpected of a country which, 
withm a few yean, mcreased its population by 25 per cent through the in- 
flux of refugees If we consider this influx, w® can realize that the social 
market economy performed astonishingly well in creating employment 
Nevertheless, it was difBcult for the Adenauer admimstration to defend a 
conservative monetary policy in the face of unemployment The generally 
accepted recipe for full employment demanded monetaiy expansion How- 
ever, monetary expansion at this time would have endangered monetary 
stability without appreciably mcreasing employment Credit expansion is 
a proper policy when unemployment is caused by a deficiency m aggregate 
demand If, on the other band, the cause of unemployment is structural, an 
tnaeasiog monetary demand may exhaust itself m price inflation without 
putting many men back to work In West Germany, unemployment was 
structural Not all the refugees could be drawn into production by mere 
monetary expansion Some were unemployable, others lacked the needed 
mdustn^ skills, while still others could not be moved because of the exist- 
mg housmg shortage Under these conditions it was much belter not to en- 
danger the whole experiment through pnce inflation The medicme ap- 
propnate for curing the disease of oversaving m the thirties would have 
been poison for an economy which needed more savmgs to finance an 
abundance of mvestment opportunities 
But how could a conservauve monctoiy policy be followed in an econ- 
omy m which labor was permitted to bargain freely for higher wages? The 
answer is that German labor umoos and particiilaily their top organization, 
the German Federation of Labor Unions, behaved with great wisdom and 
restraint This restraint m wage demands permitted the continuation of 
monetary stabihly, which was in turn the ba%is for the accumulation of 
savmgs needed to finance rapidly increasing mvtstments in a nomnflationary 
way In addition, relatively low wages made German exports competitive 
Labor’s wisdom and restraint can be understood when we contemplate 
the foUowmg facts All Germans were inflation-conscious At high cost 
they had learned that neither open nor repressed inflation is beneficial m 
the long run To this we may add that organized labor bad a very real m- 
tcrest m the new market economy First of all, the standard of living im- 
proved materially and visibly, demonstrating that the size of the cake may 



Market Economy and Welfare State 283 

be even more important than its distribution. And secondly, labor, too, had 
had enough of controls. Characteristically, the labor unions had’ been the 
first organizations dissolved under Hitler. The labor union is a creature of 
the market and ceases to exist when the market becomes extinct. Therefore 
labor was willing to support a policy which was determined to prevent 
inflation, to raise productivity, and to preserve the market. 

These reasons were more important in explaining labor’s contribution 
to monetary stability than was the pressure which refugees exerted on the 
labor market. 


Monopolies, Pressure Groups, and Social Security 

The neo-liberalists’ attitude toward monopolies is negative. The social mar- 
ket economy, they argue, should not permit the freedom to exclude com- 
petition, though it might tolerate a few exemptions and modifications (such 
as condition cartels, export cartels, or rationalization cartels). They con- 
sider the situation dangerous when businessmen tend to move from in- 
dividual to collective “responsibility,” believe that they have a right to 
cover their costs, or think that they can determine prices better than the 
market can. Ludwig Erhard feels that economic success (wherever it origi- 
nates), results from rationalization, and improvements in labor produc- 
tivity must all be made to lead to improved consumption.^® For this rea- 
son he is against not only cartels but any pressure group asking for special 
privileges. He says, 

The rejection of requests by special groups is based on my conviction 
that, from an economic as well as from a political viewpoint, it is not 
possible for the state to hand out benefits and graces according to a 
point system, here a little more and there a little less. . . . Where are 
the yardsticks on the basis of which somebody could say . . . this 
group or profession should be preferred by the state in this respect 
for — ^yes, indeed, for which reason? 

Obviously, the neo-liberalists are unwilling to promise job and income 
security to any economic group, for such a guarantee would violate the very 
idea of the market economy. But this need not exclude social security for 
the aged, the ill, and the unemployed. Nevertheless, for two reasons the 
social market economy will not be eager to develop a comprehensive cra- 
dle-to-the-grave social security program. First, when driven too far, such 
a system will begin to interfere with the proper working of the market 
mechanism by paralyzing private initiative and by shifting too much re- 


16 Ibid., p. 174. 
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sponsibility from the individual to the state Secondly, it may lead to 
greater collective consumption than is compatible with a hi^ rate ol 
national economic growth 

The neo-hberahsts deny that they are less social mmded than the ad- 
herents of a system of direct controls They point out that by emphasizing 
productivity rather than increasing equality, the social market economy 
will lead to a higher standard of living for all, even though mcome differ- 
entials will be greater In addition, they remind us that a stable value of 
money eliminates the mjustices of pnce inffation with which even pnce 
controls might not be able to cope 

It should be said once more that the t>^o case studies of this chapter 
do not deal with decisive differences in institutions or aims but rather 
with different methods and emphases Chapter 24 will investigate the atti- 
tudes and problems which uiQuence the market economies in their search 
for a compromise betueen the freedoms on which they are based and 
the controls which become necessary because market forces alone do not 
guarantee fulfillment of the aims of a ssclfare slate 

Fust, however, we must discuss an even more difficult compromise — 
that between the operation of market forces and plannmg for economic de- 
velopment in underdeveloped countries 



CHAPTER 22 


ECONOMIC SYSTEMS AND 
UNDERDEVELOPED COUNTRIES 


Introduction 

W. Arthur Lewis remarks in his essay The Principles of Economic Plan- 
ning that “planning is at the same time much more necessary and much 
more difficult in backward than in advanced countries.” ^ The present 
chapter can be considered a commentary on Lewis’ statement. It does not 
deal with economic development in general, nor is it concerned with to- 
talitarian planning in underdeveloped countries; it presupposes the ab- 
sence of an all-inclusive central plan but also assumes that a well-func- 
tioning market economy does not yet exist; and it is trying to find out how 
economic growth can be fostered in underdeveloped countries by a mixed 
system which seeks to use both planning and market forces. 

It is understandable if underdeveloped countries do not want to use 
an all-inclusive plan or a capitalist market economy. An all-inclusive plan 
is rejected because it implies a totalitarian system like the Chinese one. 
Market forces, on the other hand, have not made a very impressive past 
showing, for if they had, these countries would now be developed to the ex- 
tent that they had the necessary “potential” to begin with. 

Thus the predilection for a mixed system which affords ffie advantaps 
of resolute government action, promises to overcome the d cu ties ^ ^ 
have prevented economic growth, and yet does not an amoun 

central integration which only a totalitarian system cou m 

However, we have already seen that mixed systems have t eir i 
tages and dangers. They lack the uniform and consistent a 
distribution process inherent in either a market economy or a 

IW. Arthur Lewis, The Principles of Economic Planning (Washington, D.C.. Public 
Affairs Press, 1951), p. 121. 
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rather Jate,-the process of growth being in this regard a harsh one, far re- 
moved from the welfare-state ideas of today. 

Because this process of development was not centrally or even con- 
sciously planned, it needed personalities with the drive and power to main- 
tain what Joseph A. Schumpeter called the process of “creative destruction.” ^ 
These persons w^ere the so-called entrepreneurs — business adventurers who 
dared to break new paths, introduce new techniques, and venture into un- 
known territory. Whether Uicy did so for profit, pov/er, or other motives, 
they were the dynamic force in the process of grotvth. They were some- 
times inventors and always innovators. Altliough they may never have been 
very numerous, their pathbreaking work w'as followed up by able business- 
men who saw to it that the ideas of these revolutionary entrepreneurs w'ere 
reduced to more regular economic behavior in a competitive process. 
Without either type of person, economic development would not have ma- 
terialized. But entrepreneurs and businessmen, in order to thrive, needed 
the right climate, i.c., a market economy without too many restrictions, a 
reasonably developed money and credit system, and a sufficient amount of 
competition. 

In tliis pattern of growtlt, all contributing factors stimulated one an- 
other. Profits allowed savings; savings were readily invested; investments 
created employment; employment created income and expanding markets; 
expanding markets led to greater profits; and profits to further saving and 
investment. 


Let us now look at today’s underdeveloped countries (or, for ♦h"* . 
ter, underdeveloped sectors of developed countries). It is > ■ ^ 
see why they did /wt develop. Often the absence of only one of > 
mentioned factors was enough to paralyze the others."' Where n 
sources are exceedingly poor, no growth can lake place; where pc 
but eliminates net saving, poverty will continue; where entrcprenei 
absent, no use is made of existing potentialities; where weak gov^ 
cannot provide needed public services, private investment often cann' 
place; where monetary incentives cannot move the factors of produ- 
these factors w'iU remain where their productivity is very’ low or even 
and where population pressure is strong, any improvement in produf 
may be annulled by a population increase. 

When we consider these “vicious circles,” we can appreciate the ■ ■ 
mous task faced by those who are responsible for guiding tlie develop 
of backward countries. Whichever way they turn, they seem to be met 


closed circle of interdependent limiting factors. 


How can a break-throu^ be achieved? 




2 Joseph A. Schumpeter, Capitalism, Socialism and Democracy (New York; Harper 
& Brothers, 1942), Chap. 7. 

® "niough it ought to be remembered that the lacking factors were sometimes sup- 
plied through international trade. 
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planned system, they are in danger of wasting scarce resources if they 
cannot make definitive and consistent choices, they may be tempted to 
try too much with the consequence of inflation and balance of payments 
difficulties What we have seen to be true for relatively developed coun- 
tnes could be even more true for underdeveloped countries Yet these 
backward countries can even less afford to waste scarce resources, can even 
less permit themselves the amenities of the welfare state, and, being bent 
on planning, are even more m need of dear-cut objectives 
W Arthur Lewis is correct, therefore, when he says that ‘ planmng is at 
the same time much more necessary and much more difficult m backward 
than in advanced countnes ” 


The Closed Circle of Limiting Factors 

If we want to know why many countries did not deidop while others grew 
without conscious effort and without governmental planning, let us enu 
merate the conditions whose presence facilitated development m the latter 
but whose absence prevented growth m the former 

The relatively developed capitalist market economies owe their growth 
to a fortunate combination of circumstances When their growth began 
these countnes were not overpopulated, as many underdeveloped coun* 
tries are today, and the rapid increase of population was accompanied by 
economic growth and by an increase to per capita income Growing mar- 
kets stimulated private investment, and a relatively high rate of saving 
thus led to a situation where, on the whole, more jobs looked for people 
than did people for jobs A quickly growing population found employment 
under mcreasmgly favorable conditions For these countries Robert Malibus 
had been wrong 

Per capita income in the now dcvclof^ countnes was probably higher 
before their growth got under way Ibaa income is in many underdeveloped 
countnes today Economic development, therefore, was not stopped by the 
vicious circle in which poverty prevents net savmg and thereby the escape 
from poverty through accumulation of capital goods 

The savings which were forthcoming were readily invested as an upsurge 
in technical knowledge (the '‘industrial revolution”) helped create an 
abundance of profitable investment opportunities An ever increasing out- 
put could be sold on markets whose capacity to absorb the products of mass 
production was constantly growmg because rising investment created jobs 
and higher incomes for a growmg population Although disproportions in 
the process of growth did occur, of course, nobody found it necessary to 
talk about ‘ balanced growth,” for balanced growth was taken for granted 
Each growmg mdustry created markets for other industries, while public 
utibties anticipated the needs of pnvate business Social services came 
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rather late,~ the process of growth being in this regard a harsh one, far re- 
moved from the welfare-state ideas of today. 

Because this process of development was not centrally or even con- 
sciously planned, it needed personalities with the drive and power to main- 
tain what Joseph A. Schumpeter called the process of “creative destruction.” ^ 
These persons were the so-called entrepreneurs — ^business adventurers who 
dared to break new paths, introduce new techniques, and venture into un- 
known territory. Whether they did so for profit, pov/er, or other motives, 
they were the dynamic force in the process of growth. They were some- 
times inventors and always iimovators. Aldiough they may never have been 
very numerous, their pathbreaking work v/as followed up by able business- 
men who saw to it that the ideas of these revolutionary entrepreneurs were 
reduced to more regular economic behavior in a competitive process. 
Without either type of person, economic development would not have ma- 
terialized. But entrepreneurs and businessmen, in order to thrive, needed 
the right climate, i.e., a market economy without too many restrictions, a 
reasonably developed money and credit system, and a sufficient amount of 
competition. 

In this pattern of growth, all contributing factors stimulated one an- 
other. Profits allowed savings; savings were readily invested; investments 
created employment; employment created income and expanding markets; 
expanding markets led to greater profits; and profits to further saving and 
investment. 

Let us now look at today’s underdeveloped countries (or, for that mat- 
ter, underdeveloped sectors of developed countries). It is usually easy to 
see why they did not develop. Often the absence of only one of the above- 
mentioned factors was enough to paralyze the others.® Where natural re- 
sources are exceedingly poor, no growth can take place; where poverty all 
but eliminates net saving, poverty will continue; where entrepreneurship is 
absent, no use is made of existing potentialities; where weak governments 
cannot provide needed public services, private investment often cannot take 
place; where monetary incentives cannot move the factors of production, 
these factors will remain where their productivity is very low or even zero; 
and where population pressure is strong, any improvement in productivity 
may be annulled by a population increase. 

When we consider these “vicious circles,” we can appreciate the enor- 
mous task faced by those who are responsible for guiding the development 
of backward countries. Whichever way they turn, they seem to be met by a 
closed circle of interdependent limiting factors. 

How can a break-through be achieved? 

2 Joseph A. Schumpeter, Capitalism, Socialism and Democracy (New York: Harper 
& Brothers, 1942), Chap. 7. 

3 Though it ought to be remembered that the lacking factors were sometimes sup- 
plied through international trade. 
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Guidelines for Development Policy 

Let us define economic development as “those changes m the use of pro- 
ductive resources that result m a poieoiially contmumg growth of national 
income per head m a society with increasing or stable population ” * How 
can these changes be accomplished m economies which up to now have 
not been able to use then resources efficiently? 

A clarification of the policies by which economic development can be 
brought about is urgently needed because the mixed system which is to be 
used in accomplishing the task is weak and dangerous in this respect — it 
does not lend itself easily to a simple, clear, or even “automauc” program 
of action 

If resources are not to be wasted on uneconomic and conflicting aims, 
policy for the extremely complex development effort had best be formu 
lated within the foUowmg guidelmcs 

(1) An economy which is not centrally planned like the Russian econ- 
omy must he a type of market economy *^8 statement will remain true 
until liberal socialism can solve the problems which were discussed m 
Chapters 14 to 17 

(2) The private or market sector of most underdeveloped economies 
does not work well for reasons which have been indicated It must be a 
function of government to help create a climate conducive to the growth 
of an efficient private sector Eventually, this sector should become strong 
enough to carry the mam burden of economic development 

(3) The government’s task in connection with economic development 
can be divided mto three mam parts (t) It must help create necessary m 
cenuves, le, it must foster entrepreneunhip and encourage the develop- 
ment of a social pattern m which actions are guided to a greater degree by 
monetary incenuves (u) It must mvest where investment is producUve 
but not profitable, this category usually includes such basic utilities as 
water, power, port mstallations, communication, and transportaUon (ui) 
It must obtain investmenl funds (through taxation, domestic borrowing, 
foreign borrowmg and credit creation) with which to finance not only 
funcuons (i) and (u) but, possibly, some investment in the private sector 
as well While all these functions are performed by the governments of 
more developed countnes, they are more urgent and more difficult of ac- 
comphshment m underdeveloped economies 

(4) Emphasis on the growth of the market sector is necessitated not 
only by the absence of central planning, which makes market transactions 
and price fonnation m a market sector imperative Such emphasis is also 


* Fntt M&chlup Disputes, Paradoxes and Dnemmas concerning Economic Develop- 
ment, in Rlviita Iniernazlonale Economche e CommeretaU Vol IV, No 9 (Padova 
1957} 
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necessitated by the enormity of the tasks listed under (3), compared with 
the government’s limited resources, both human and financial. This com- 
parison urges the advisability of entrusting to market forces and private 
incentives every economic activity which can be taken off the government’s 
shoulders, W, Arthur Lewis points out that development planning “re- 
quires a strong, competent and incorrupt administration,” i,e,, “just what 
no backward country possesses;” and he suggests that “in the absence of 
such an administration it is often much better that governments should be 
laissez-faire than that they should pretend to plan,” ® 

(5) Care must be taken to recognize theories and policies which are 
applicable to developed countries but which in all probability would be 
useless or harmful for imderdeveloped economies. An example is the the- 
ory that oversaving and a shortage of investment opportunities are the 
main causes of unemployment, thus necessitating a poficy of deficit spend- 
ing to create employment. This analysis is valid even for developed econ- 
omies only under special circumstances. To be guided by it in trying to 
cure unemployment in poor countries would be very dangerous,® 

(6) Finally, it should be observed that 

many backward countries have adopted and are still in the process 
of eagerly imitating the latest policies which it took the advanced in- 
dustrial countries decades or centuries to develop. The latest most 
up-to-date legislation on social security, regulations of labor, minimum 
wages, working conditions, channeling of saving through governmental 
agencies and impounding them for public purpose — all these policies 
which the developed countries have adopted only in a late stage of 
their development are often introduced in underdeveloped countries 
as soon as they are freed from colonial status,'^ 

K poor countries are to set aside means of production for capital formation 
and economic growth, they obviously cannot afford governmental policies 
which imply a relatively high level of consumption. Furthermore, the gov- 
ernments of underdeveloped countries should carefully consider whether 
they could faithfully administer such policies in addition to coping with 
the enormous tasks which already burden them. 

But how is the govenunent of an imderdeveloped country to start a 
process of sustained growth while staying within the above-listed guide- 

® Lewis, op. cit., p. 121. 

6 The Litemational Bant for Reconstruction and Development offers another ex- 
ample. It assumed in the beginning of its operations that profitable investment op- 
portunities abound in underdeveloped countries. But in its Fourth Annual Report 
1948-1949 the IBRD was ready to admit that "perhaps the most striking single lesson 
which the Bank has learned in the course of its operations is how limited is the 
capacity of the underdeveloped countries to absorb capital quickly for really pro- 
ductive puiposes,” 

t Gottfried Haberler, “Critical Observations on Some Current Notions in the Theory 
of Economic Development," in Scritti in Ottore di Giuseppe Ugo Papl (Milano: 1957). 
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lines'^ It must find some way of removiog the roadblocks which stand m 
the way of development, some pohcy by which an existing development 
“potential” can be exploited, some ^^nitial ignition” or “pump primmg” 
scheme on a scale grandiose enough to pull the country’s economy out of 
a stagnation which has lasted, not for years, but for centuries 
All development schemes must be connected with capital formation as 
an indispensable lever of economic growth Capital formation, however, 
poses two problems means of production must be made available for 
capital goods production, i e , consumption must be kept below a level 
which could momentarily be reached if growth did not have to be financed, 
and available investment funds must be invested m the most productive 
way We know already how a centrally planned economy of the Russian 
type performs these tasks We also know that central planners face diffi- 
culties m the allocation of their resources But the mixed system of an 
underde\ eloped country will face even greater difficulties It cannot easdy 
force the population mto bard work and frugal consumption, it does not 
enjoy the advantages of consistent central plannmg, and it must strengthen 
the pnvate market sector before it can delegate some of us tasks to pnvate 
business 


CaptaX Formation 

W Arthur Lewis remarks that 

no nation is so poor that it could not save 12 per cent of its national 
income if it wanted to, poverty has never prevented nations from 
launching upon wars, or from wasting their substance in other ways 
Least of all can those nations plead poverty as an excuse for not sav- 
ing, m which 40 per cent or so of the national income is squandered 
by the top 10 per cent of income receivers, hving luxunously on 
rents* 

If Lewis is nght, the govemments of underdeveloped countries should 
be able to make a substantial amount of investment funds available, both 
through taxation and the inducement of pnvate savmg As far as the ac- 
cumulation of investment funds through taxation is concerned, “there is 
nothing to prevent collective thrift from bemg combmed with individual 
enterpnse “ ® But it may be extremely difficult for the government of an 
underdeveloped country to abstain from using for pubhc purposes all the 
funds which it has collected We have already seen that the demands made 
on the ad minis tration will be enormous when compared with available 
means 

* W Arthur Lewis, The Theory of Eeanomte Growth (Homewood, lU Richard D 
Irwin Inc 1955), p 236 

® Ragoar Nurkse Problems of Capital Formation in Underdeveloped Countries {Ox 
ford Basil Blackwell & Mott. Ltd . 1953). p 151 
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As a source of investment funds, private saving fits the logic of a market 
economy better than does taxation. To some extent private saving can be 
induced by offering higher rates of interest. Much remains to be done 
in this respect. 

The step that governments of underdeveloped countries usually seem 
to be least willing to contemplate is the offer of higher rewards to 
savers. In many underdeveloped countries nominal rates of interest 
paid on savings deposits, government securities, and similar obliga- 
tions are lower than rates prevailing in some of the richest countries. 
Often the maximum rates of interest that banks and other institutions 
can pay are fixed at low levels by law or regulation. When this situa- 
tion is combined with a chronic tendency for prices to rise, it is not 
surprising that much of the community’s savings is channeled into 
gold, foreign exchange, and residential construction.^® 

Discussions of the problem of capital formation in poor countries often 
refer to the existence of “disguised” unemployment in some backward 
economies. Indeed, labor is a factor with which a backward country may 
be abundantly (too abundantly!) endowed, a factor whose margind pro- 
ductivity may be less than zero, and yet a factor whose surplus or marginal 
xmits could perhaps be used productively if certain concUtions were ful- 
filled. If the unemployed in disguise could be made to produce capital 
goods, both capital and employment could be created simultaneously! 

Economic textbooks sometimes explain capital formation as a process 
by which consumers’ goods are made available to those who produce capi- 
tal goods. This is considered the essence of saving — that men can be em- 
ployed in the investment goods industry because others are willing to 
consume less than they are entitled to. TTiis idea can be adapted to over- 
populated but underdeveloped countries in the form of a proposal that, 
because a high percentage of agricultural labor is fed at zero productivity 
anyhow, these workers might as well be put to use in the production of 
capital goods. 

While this proposal has some merits, it is obvious that some major ob- 
stacles must be overcome before this productive absorption of the unem- 
ployed in disguise can be achieved. 

(1) After the release of this labor force without a reduction in agricul- 
tural production, the consumption of those remaining in agricultoe must 
be kept from increasing. 

(2) The released labor force must be provided with some capital goods, 
however primitive. The hope for capital formation thus rests on the previous 
existence of capital goods, 

(3) There must be provision of sufficient monetary inducements for this 

10 Richard B. Goode, “Adding to the Stock of Physical and Human Capital,” Amer- 
ican Economic Review, XLIX (May, 1959), 151. 
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shift of labor, and the laborers concerned must be willmg to respond to 
monetary incentives even to the extent of movmg to the city and changmg 
whole behavior patterns 

(4) There must be some administrative or enterpreneunal imtiative to 
organize all these changes 

We must avoid confusing disguised uncmplttyment la underdeveloped 
countries with mass unemployment in developed countries and formulating 
wrong economic policies as a result of this confusion It would be wrong 
to attack the problem of disguised unemployment through mcreasing aggre- 
gate spendmg or embarking on big mdustnal projects of high capiUJ mten- 
sity The use of this kmd of unemployed labor should be as labor intensive 
as is feasible, even though productivity per man employed would be rela- 
tively low What counts is not only the nse m productivity from near zero 
levels but also the number of laborers a0ected by this nse 

We have seen that the social economy should solve the problem of 
how to produce, not by indiscriminately adopting the newest techmques, 
but by combining its factors of production according to their relative scarci- 
ties This does not mean that the relative abundance of labor m a given 
country excludes technological improvements Benjamin Higgins is only 
partially correct when he says that “no technological advance has as yet 
been discovered which is suited to the factor proportions of the underde* 
veloped countnes ” “ There arc many stages of technological development 
which have been passed (or even by passed) by the now developed coun- 
tnes but which might fit the special factor proportions of some poor coun- 
tries However these production methods are not likely to be discovered 
under the influence of the “demonstration effect ” i c , if poor countnes tiy 
to mutate the rich in a misconceived endeavor to ’ industnalize” without 
proper guidance by relative factor prices 

We have seen that interest rates which are set too low are detrimental 
to private saving They arc even more dangerous for the other component 
of capital formation — investment It is most important that market rates 
of interest clearly indicate the scarcity of investment funds and that the 
government refrain from establishing priority schemes which distnbute 
these funds contrary to the distnbution which correctly chosen rates of 
mterest would have brought about We have seen that even “rich” coun- 
tries cannot afford the waste of resources resulting from ill-considered 
priority schemes Baclnvard countries can afford this waste even less 

It IS true that heavy investment must be undertaken in the public sphere 
if the development process is to be successfully started Where a com- 
parison of interest and profit rates is not possible in the public sphere, 
priorities must be used Then the danger is great that too much mvestment 
will take place m one field and loo bttle m another, thus precluding the 

Benjamm Higgins Economic Development Prmelples, Problems and Policies (New 
York W W Norton & Comoanv Inc 1959), p 158 
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maintenance of a proper balance even vnthin the public sector. It is also 
likely that the total of all public investments will leave too few funds for 
private investment or will overtax the productive power of the nation, 
with the result of mflation. Yet price inflation is damaging to a country 
which wants to foster the growth of domestic saving and the influx of for- 
eign capital, Both need price stability. In addition, price inflation leads to 
balance of payments difficulties and exchange controls, which, in turn, are 
another major obstacle to foreign investment. 


Private and Public Investment 

If central planning is to be avoided, the government must see that private 
business and private initiative eventually play a major role in the process 
of economic growth. Here, as is true of saving, the plight of the backward 
countries is sometimes overstated. Some business skill is available in aU 
countries. It does not make sense to deny this and at the same time to as- 
sume the availability of unlimited governmental administrative skill. Also, 
not too much entrepreneurship (in the narrower sense) might be needed. 
Managerial initiative will often be limited to an adaptation of known tech- 
niques, skills, and methods to the conditions of underdeveloped countries. 

It is necessary to make the most of what managerial skills are available 
and to create a climate in which those possessing such skills find it worth 
while to enter business and to develop private initiative there. Where “the 
accepted scale of social prestige places . . . the man of business far down 
the line,” the underdeveloped countries have 

to try to find means of elevating constructive business pursuits to a 
higher prestige level in the social hierarchy and of diverting the ex- 
perience and talents of the minority groups from commerce and trade 
to manufacturing and other more constructive activities. Too often, a 
by-product of nationalism is covert and overt reaction against such 
minorities, long before the dominant social groups are ready to supply 
entrepreneurial talent from their own ranks.^® 

If needed investment funds and business skills cannot be found, the gov- 
ermnent may be right in embarking on projects outside the public utilities 
and social overhead area. We must make sure, however, why the private 
sector of the economy was found wanting. It could be that private capital 
did not care to invest because the project is out of line with the rest of the 
economy’s growth and therefore not profitable. Private capital cannot 
afford the luxury of showcase industrialization. Because it must follow the 

William H. Nicholls, “Accommodating Economic Change in Underdeveloped Coun- 
tries,” Amer/can Economic itev/cu', XLIX (May, 1959), p. 158. 
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guidance of pnccs and costs, private investment is not likely to lead to un- 
balanced growth As Charles P. Kmdleberger rightly argues, 

Given uncertainty as to the exact nature of blocks to development, 
probmg along a broad front m reconnaissance strength may make more 
sense than committmg all one^ torces to a single salient which may 
prove unyielding ** 

Public managers arc not always able to apply the type of reasonmg which 
IS appropnatc to the market sector of the economy Sometimes they must 
thmk m terms of priorities rather than aist-pnce relations And what is 
correct and necessary in the public sector is not necessarily conducive to 
successful private enterprise Rirlhennorc, public managers may be 
tempted to carry the "external economics" argument, from which pubhc 
enterpnse denves its justification, into fields which ought to be reserved for 
private enterprise if we want to develop a market economy 
Emphasis on external econoimcs’* is decisive where public investments 
are not profitable but are nevertheless considered productive In this 
category belong public education, public health, and such baste utilities as 
water, electnc power, port installations, and transportation In all these 
eases we are entided to assume that because of these mvestments the costs 
of private firms will be reduced In many cases private mvestments will sot 
be possible uotil public investment of this type has taken place For this 
very reason pubhc investment must play a strategic role in economic de- 
velopment, and It is hkely to be proportionally greater than m developed 
countries where social overhead expenditures have not been neglected We 
already know that private mvestment caimot be expected to take care of 
needs whose satisfaction does not permit comparisons between rates of 
profit and rates of interest 

However, the concept “externa! economies” has also been more broadly 
interpreted ” It is often applied to the effects wbch investments by pnvate 
firms have on the rest of the private sector of the economy These effects 
give nse to the argument that economic growth should be b^anced to allow 
a wide range of mvestment processes to assist each other. 

1* Charles P KuCleberger, Eccnomtc Devehpment (New York The McGraw Hill 
Book Cbmpany, file , p tJf 

II **1116 concept of estemal economtes refers to t situation in which the cost curves 
of mcfmdual nnns shift downwards because of the histoncal development of their en 
vironments For example, an increase m the size of an mdustiy may attract a more 
efBcient labor force and thereby bring benefits to all firms m the mdustry Or the 
growth of transportation facilities m a particular area may lead to a lowering of costs 
for firms using the services of the transportation industry The notion of external 
economies recognizes the mterdependence and complementarity of various sectors of 
the economy As one part grows it stimulates other parts not only by increasing de 
mands but also by decreasing costs" — Gerald M Meier and Robert E. Baldwin, 
Economic Development Theory, History, Pohey (New York John Wiley St Sons, 
Inc, 1957), pp 22 23 
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It is understandable, then, that public administrators might want to em- 
bark on investments in what would normally be the private sector, even 
though these investments are not yet profitable. They ascribe to such in- 
vestment projects important external economies. The lack of profitability 
seems overcompensated by the projects’ beneficial effects on society as a 
whole. Thus the line between private and public investment areas becomes 
blurred. There is some danger that large public investments in what nor- 
mally would be the private sector (e.g., steel mills) may, through tlieir 
very size, violate the principle of balanced growth which underlies the 
concept of external economies. 

The developing country must carefully plan its expenditures in the pub- 
lic utilities field and refrain from investing in industrial projects which 
would violate the basic requirement that consistency be maintained be- 
tween all investments. Once again it must be emphasized that this con- 
sistency is normally achieved either through a comprehensive plan or 
through the correcting influence of market forces. It is dangerous, therefore, 
indiscriminately to substitute the external economies criterion for the more 
concrete and reliable measure of profitability. 

Recent emphasis on “balanced growth” is a sign that investment criteria 
in underdeveloped countries have lacked consistency and clarity. It should 
not be necessary to point out that modern mass production of shoes cannot 
be profitable where the population does not have sufficient purchasing 
power to buy them; it should likewise be self-evident that it is necessary to 
consider the effects which innovations in the agricultural sector will have- 
on the industrial sector and vice versa.^® On the other hand, we must be- 
ware lest the request for balanced grov/th is turned into an argument for 
autarky. An industry cannot be considered overexpanded if, according 
to the law of comparative advantage, it can find markets for its products 
abroad.^^ 

Conclusion 

It is dangerous to make generalized remarks about underdeveloped coun- 
tries because the economies bunched together under this term often differ 
greatly in individual features. Some of these countries do not even have the 
needed development potential. Fritz Machlup is right when he calls it the 
basic paradox in the definition of an underdeveloped economy 

that the term is not used for the economies with the greatest “develop- 
ment potential,” but chiefly for those which would not be regarded as 
seriously underdeveloped in a world without barriers, political or 
otherwise, to the movements of goods, capital, and people.^® 

Cf. Nurkse, op. cit., p. 7; Lewis, The Theory of Economic Growth, pp. 276-277. 

17 Machlup, loc. cit. The principle of comparative advantage will be discussed m the 

following chapter. 

i«lbid. 
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But even if we limit our consideration to countnes with development po- 
tential and assume that they can solve the Malthusian problem of excessive 
population growth, such countries still face formidable problems m their 
attempt to overcome the stalemate of poverty Mere reference to the ex- 
ample set by developed countnes does not sufEce To get development 
started, to get ‘ over the hump," the government must make a conscious 
and determined effort The purpose of government development planmng 
IS to force that economic growth which did not occur naturally — just as 
plants can be forced by artificial means to mature at a faster rate Thus, 
in the beginning, at least, the government must play a leadmg role But 
we should not forget that administrative abihty is perhaps just as scarce as 
entrepreneurship in backward countnes To suggest that the government 
do everythmg would be entirely wrong On the contrary, the government 
must be prevented from overtaxing its hmited resources and capabihties 
Emphasis must be at least as much on what the government should not do 
as on what it ought to do 

The role of government in the process of economic development can be 
reduced to manageable proportions if we give up “the profound distrust of 
the judgment of the mdividual producers and consumers” which is char- 
acteristic of many who are concerned with development questions This 
IS the underdeveloped countiy version of the very same distrust which we 
found to have been unjustified m the developed economies after World 
War II We saw how West Germany successfully revived her economy 
through a consistent return to the prmciples of the market when the general 
trend of economic tbinkmg would have suggested the mamtenance of stnet 
conrols We must hasten to add, however, that the development of a back- 
ward country is not the same as the revival of an advanced economy which 
has been temporarily disorganized 

Nevertheless, the parallel bes m the fact that in both cases there has 
been a tendency not to trust the market but to trust, instead, the wisdom of 
governments If this attitude were carried to the logical conclusion of m 
stunting a centrally planned totalitarian economy, it might make sense in 
terms of economic growth — at the expense of economic freedom Indeed, 
It may be far easier to force the population to change its behavior patterns 
than to induce a similar change under the conditions of a market economy 
But if we reject the totahtanan solution, economic development must then 
depend on successful creation of the framework of a market economy eco- 
nomic initiative, sufficient mobility of labor m response to monetary m- 
centives, an adequate supply of social overhead services, and, finally, suffi- 
cient capital formation 


' Haberler, he ett 



CHAPTER 23 


ECONOMIC SYSTEMS AND 
INTERNATIONAL TRADE 


The Advantages of International Trade 

The countries of the world are not equally endowed with productive re- 
sources. Some enjoy a favorable proportionality of skilled labor, capital, 
and natural resources; others abound in cheap labor but are poor in capital; 
while still others combine a scarce labor supply with rich natural re- 
sources. These various factor proportionalities lead in market economies 
to different patterns of factor prices and, accordingly, to different patterns 
of product prices. If the structure of commodity prices in country A differs 
from the price structure in country B, both countries will gain from inter- 
national trade. ^ Each country can specialize in the production of commod- 
ities suggested by its characteristic relative advantage in factor endowment, 
and each country will gain when its exports (with which it pays for its 
imports) cost less to produce than it would have cost to manufacture the 
imported goods at home (assuming that this production had been at all 
feasible). Clearly, this principle is so broadly stated that it applies whether 
we deal with market economics or with planned economies. This theory of 
comparative advantage also shows that backward countries can participate 
in international trade even though they may be less efficient than the more 
advanced economies in every line of production. 

The residents of a country will import products which, in spite of the 
cost of transferring them from one country to another, are still more at- 
tractively priced than home-produced goods; and they will pay for these 
imports by exporting commodities which are competitive in foreign mar- 
kets. To translate domestic into foreign prices we need exchange rates. 
Once we know that we can buy or sell one pound sterling for $2.80, we can 

1 Sec Appendix, p. 326, and foomotc 4. 
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directly corapare American and Bntish paces When we know, in addition, 
the cost of transferring commodities from one country to the other (freight, 
insurance, duties), we can determine which goods will be imported and 
exported 

Because m the long run a country's exports must pay for its imports, we 
need an adjustment mechaiusm which mtegrates the different countnes* 
price systems and balances international payments We can, e g , perimt tt^ 
exchange rate to fluctuate If a country l^s imported more than it can pay 
for by exports, the value of its currency umt wiU fall m terms of other coun- 
tnes’ currencies, and its products will instantly become cheaper for these 
other countnes If, on the other hand, the rate of exchange is to remam 
stable, as under the old pre-1914 gold standard system, an excess of im- 
ports over exports will requue a downward adjustment of pnees in the 
country expenenemg such an excess 

Obviously, a relatively backward country will not be able to trade with 
a relatively more advanced country on the basis of equal gold wages The 
less efficient a country’s production, the lower its wages must be to penmt 
sufficiently large exports Nevertheless, both backward and advanced coun- 
tnes gam if It would cost more to produce their imports at home than to 
produce exports which pay for these imports 

After World War 11 it was often said that the then existing "dollar short- 
age" was caused by the Umted States’ supenonty as a producer and that the 
dollar shortage could never be overcome because the discrepancy m pro- 
ductivity was constantly growmg We know now that this feat was un- 
founded and that the dollar shortage came to an end as soon as a better 
mtegration of the pnee systems and monetary policies of the different mar- 
ket economies was achieved 

The classical economists were free traders, they bcheved in the advan- 
tages of mtemational division of labor and considered it foohsh to reduce 
the advantages of specialization through the creation of artificial transfer 
costs such as duties But businessmen who were meetmg stiff foreign com- 
petition did not subscribe to the free trade philosophy On the contrary, 
these protectionists tned to identify their own private interests with those 
of the nation They argued that a poh^ of protection would increase em- 
ployment, keep money at home, cipa^ domestve mackets, keep out the 
products of cheap labor, etc These arguments always broke off too soon 
The protectionists refused to see that uefficient protected industries would 
grow at the expense of efficient export mdustnes and that money spent 
on imports would eventually come back as demand for the products of the 
county’s export industries 

Thus the capitalist economy presented the strange picture of sound 
theory but often unsound practice m matters of mtemational trade pohey 
Frotectiomsm did not agree with the philosophy of capitalism, which rests 
on the assumption of competition (tncludmg foreign competition) and bo- 
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lieves in the most elaborate international division of labor. That capitalism 
fell victim to protectionism was mainly due to the fact that special interests 
demanding protection were far more aggressive than the large but unor- 
ganized group which had to suffer — ^the consumers. 

However, even classical economics acknowledged a special case where 
protection might be permissible. An “infant industry” could be allowed to 
grow to maturity before being exposed to the sharp wind of competition 
from more advanced countries. While theoretically sound, this argument 
often led to permanent protection of firms which had been established un- 
der the cover of protection but which were never able to achieve a com- 
petitive status, liie original idea, of course, was that an infant-industry 
tariff should be only a temporary affair. 


Insulation against Depression 

The classical theory of international trade, as indeed the classical theory in 
general, proceeded on the assumption of “full” employment in the trading 
cotmtries. Admission of the possibility of mass unemployment, however, led 
to substantial changes in the theory of international trade and in commer- 
cial policy. It could now be shown that changes in the national income of 
one country will affect other countries, that fluctuations in economic activ- 
ity are transmitted from country to country, and that in the process of 
transmission the balance of payments will be temporarily disturbed. 

If it is possible for a country’s employment and income level to be ad- 
versely affected by another country’s depression, a case can be made against 
free international trade. It can now be argued that what a country gains 
through international division of labor it can lose through unemployment 
and that protectionist measures are therefore justifiable in connection with 
domestic full employment policies. 

This reasoning is wrong, however, if it means to say that foreign prod- 
ucts are to be excluded whenever unemployment occurs in an industry ex- 
posed to foreign competition. We must always consider the effect of pro- 
tection on the protectionist country’s export industries. Furthermore, such 
protectionist measures would be beggar-my-neighbor policies; i.e., they 
would create unemployment in the rest of the world. 

But how is a country which wants to maintain a high emplo3nnent level 
to defend its economy against the contagious effect of depressions in other 
countries? Let us assume that a falling-off of country A’s economic activity 
causes country B’s exports to fall. As investment and employment decline 
in B’s export industries the whole of B’s economy %vill suffer, for a negative 
multiplier effect now lowers B’s national income in the wake of country 
A’s depression. With falling national income, country B’s imports will de- 
cline; but because B’s imports are not likely to fall as fast as its exports, 



300 Econonuc Systems 

B will experience a balance of payments defiat If country B tnes to boost 
Its exports and lower its imports by contractidnist monetary policies, it 
aggravates the process of domestic depression it can achieve balance of 
payments equilibrium, but only at the cost of a further increase m unem* 
ployment If country B tnes to counteract domestically the contraction 
which was generated by a decline in its exports to country /f, i e , if it cm 
barks on expansionist monetary and fiscal policies, its balance of pay- 
ments deficit increases 

In this dilemma country B may decide to msulate its economy against 
contagious foreign depressions through import quotas and exchange con- 
trols Domestic full employment may then be achieved at the pnce of a 
substantial shrinkage of international trade 

In Chapter 9 we saw that a capitalist market economy can counteract 
contractiomst tendencies in its pnvate sector through monetary and fiscal 
policies These policies were partially successful after World War II Post- 
war experiences, however, have not quite dispelled the fears of those who 
suffered under the impact of the United States depression m the early 
thirties In the first three years of that depression, foreign dollar earnings 
fell by 68 per cent, necessitating drastic changes m the domestic and foreign 
economic policies of many countnes which were trading with the United 
States * This instability of the biggest capitalist country forcefully impressed 
Itself upon the rest of the world We can well understand that the events 
of those years led other countries to feel that it is dangerous to trade with 
a capitalist country whose sheer size makes it important in mternational 
trade but whose domestic economy is subject to violent cyclical changes 
and whose imports have the additional aggravating feature of falling rela- 
tively faster than its national income 

In order to adjust their economies to this new and dangerous situation, 
the other countries used drastic measures to increase their exports and to 
decrease their imports These were the years when domestic defiation, ex- 
change control, and import quotas were used by one set of countries, while 
another set hoped to gam more through competitive exchange depreciation 
As defensive measures these policies were understandable * Nevertheless, 
most of them were incompatible with nondiscrimmatory multilateral trade 

Multilateral trade permits a country A to pay for its imports from coun- 
try B by exports to country C, all currencies being freely mterchangeable 
Multilateral trade mamtams the prmciple of buying and selling m the most 


2 Cf The United Stales In ike World Economy Department of Commerce. 
Economic Senes, No 23 (Washington, DC United States Government Printing 
Office 1943), pp 5 6 

2 But it IS not possible to excuse the protectionist policies of the United States Import 
duties were raised in 1930 when the balance of payments deficit of the other countnes 
was already excessive In addition the dollar was devalued in 1934 in hope that do- 
mestic prices would rise Thus the United States did without compelling reason what 
other countries did under the impact of a foreign exchange crisis 
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favorable markets; i.e,, it does not reduce international trade to barter in 
form pf bilateral deals. Multilateral trade implies nondiscrimination. Even 
where tariff duties are imposed, nondiscrimination can be maintained 
through unconditional use of tlie most-favorcd-nation clause, the mutual 
promise that the other country will not be treated worse than any third 
country. Tariffs can be prohibitive, of course; but where they are nonpro- 
hibitive and where they are applied in a nondiscrirainatory manner, they 
maintain the principle of international division of labor according to the 
working of the price mechanism in the different countries. While imposing, 
as it were, artificial transportation costs, the tariff still leaves the allocation 
of productive resources at least in part to economic forces. But it is indeed 
because the tariff still permits a relatively close interrelation of the trading 
economies’ price systems that the tariff — unless prohibitive — is not con- 
sidered sufficient when countries try to insulate themselves against foreign 
depression. More powerful protectionist instruments are needed, instruments 
which purposely disrupt the interrclaton of the price systems of different 
market economies. In the case of import quotas and exchange controls the 
govenxment arbitrarily determines what is to be imported, how much, by 
whom, and from which countries. Imports become largely independent of 
market forces. This is the very' reason why countries which want to insulate 
their economics turn to these controls. Only direct controls give these 
countries sufficient assurance that international economic relations will not 
disturb the domestic scene. 

But while direct quantitative controls may provide the desired insula- 
tion, it is practically impossible to handle these controls in a nondiscrimi- 
natory manner. 

Quantitative restrictions make it virtually impossible to prevent dis- 
crimination between countries. The most-favored-nation clause is prac- 
tically inapplicable to quotas and quantitative restrictions in general. 
For there is no accepted or plausible principle of quota allocation 
which could be called non-discriminatory and consistent with the most- 
favored-nation principle. Various systems of quota allocation have 
been proposed as non-discriminatory but none is satisfactory. Equal 
quotas for all countries of supply arc clearly inequitable. Allocation in 
proportion to imports from different countries in some base year is un- 
satisfactory^ and unjust in the case of crops which fluctuate from year 
to year. In the case of industrial products too it is liable to get more 
and more out of date, as the underlying situation changes.^ 

In case of exchange control the supply of foreign exchange may be allo- 
cated uniformly on a percentage basis, but as in the case of quotas this 
freezes the pattern of trade that existed in the base period. 

4 League of Nations, Quantitative Trade Controls, Their Causes and Nature (Geneva; 
1943 J, pp. 25-26. 
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We need not assume that aH countnes which apply direct controls to 
their international trade are planned ewmomies They may be capitahst 
market economies which only want to defend their employment level and 
their foreign exchange reserves against the impact of foreign economic 
fluctuations But we cannot overlook the fact that these direct controls are 
alien to the capitalist philosophy Indeed, it is quite possible that a growing 
use of quotas and exchange controls may eventually lead to numerous do- 
mestic controls For this reason the devotee of capitalism cannot argue con- 
sistently for the more advanced practices of protectiomsm without re- 
nouncing the basic philosophy on which his economic system is built ® 

How, then, can a compromise be found between a country s legitimate 
desire to protect its economy against the contagious effect of foreign de- 
pres'^ions and its desire to participate m nondiscrimmatory multilateral 
trade'’ 

The problem could be eliminated if the trading countnes succeeded m 
reducing economic fluctuations to manageable proporuons without usmg 
beggar my neighbor policies Fortunately, domestic monetary and fiscal 
policies aiming at high employment are quite compauble with multilateral 
trade What maintains a high level of domestic economic activity helps 
other countnes to maintain exports Furthermore, any aid extended by the 
depression country to others m the form of international lending helps to 
stimulate investment m the depression country s export mdustry and helps 
other countries to overcome an acute short'ige of foreign exchange 

We must also remember that balance of payments difficulties can be 
due to causes other than foreign depression We saw m Chapter 21 how a 
country can perpetuate balance of payments disequihbnum through do- 
mestic inflation If such a country is not willing to hve within its means it 
will be tempted to use quantitative controls in its international trade rela- 
tions, just as it will try to repress inflation at home through pnee controls 
Obviously, therefore, maintenance of nondiscrimmatory multilateral trade 
requires that undue domestic inflation be avoided, i e , inflation worse than 
m other countries 

We cannot hope to achieve perfect integration of the trading countries’ 
domestic economic policies at high employment levels and stable prices 
But perfect late^aUon is usnscsssary because we can rely to some extent 
on exchange rate adjustments It would suffice if discrepancies between dif 
ferent countries’ domestic econonuc policies were kept within a range 
which would allow their correction without rcstort to quantitative controls 
In no case should quantitaUve restncUons exceed those necessary to fore- 
stall an imminent threat to a country’s foreign exchange reserves Such 
restnctions should be removed when conditions no longer justify their use 


®Cf Lionel Robbins Economic Planning and International Order (London Mac 
miUan&Co Ltd, 1937), pp 24-26 
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While in force, the administration of quantitative restrictions should be as 
nondiscriminatory as possible.® 


Domestic Planning and International Trade 

Liberal socialist writers admit the advantages of international trade and 
suggest that fullest use be made of these adavantages." It may even be said 
that those who advocate a planned economy have sometimes shown a 
clearer conception of the advantages of international trade than have many 
businessmen in capitalist market economies. Because the socialist writer 
assumes full employment when discussing trade between socialist econo- 
mies, fear of unemployment does not dilute his willingness to have labor 
employed where it is most productive. Socialist planners look at imports 
as a valuable addition to the national product and regard exports as the 
price which must be paid for these imports. In capitalism, however, we are 
sometimes told that exports arc “favorable” and emplo3'ment-creating, 
while imports are “unfavorable” or unemployment-creating. 

How is multilateral, nondiscriminatory trade to take place among liberal 
socialist economics? 

H. D. Dickinson simply assumes that the supreme economic council 
would compute domestic prices, compare them with foreign prices on the 
basis of a given exchange rate, and determine, accordingly, which com- 
modities should be imported and which exported.® Similarly, R. L. Hall 
suggests that “a list of products may be drawn up in order of advantage, 
those with the greatest comparative advantage at the top and those with the 
least at the bottom” and that international trade equilibrium will be estab- 
lished through the rate of exchange at which exports pay for imports.® 

Dickinson admits that state trading by large national monopolies leads 
to bilateral monopoly “in which it is probable that there is no determinate 
stable position of equilibrium, but in which cither party has an incentive to 
get the better of the other by the use of fraud and of force.” This remark 
suggests that the instability of prices could be greater under state trading 
than under competitive private trading on a broad multilateral basis. 

Liberal socialist writers are, of course, inclined to make light of this 

® Cf. General Agreement on Tariffs and Trade, Basic Instruments and Selected Doc- 
uments, Vol. Ill, Text of the General Agreement 1958 (Geneva: November 1958), 
Articles XII and XIII. 

7 See, for example, R. L. Hall, The Economic System in a Socialist State (London: 
Macmillan & Co. Ltd., 1937), Chap. 12; H. D. Dickinson, Economics of Socialism 
(New York: Oxford University Press, 1939), Chap. 7. Both Hall and Dickinson 
emphasize the classical theory of comparative advantage. 

® Dickinson, op. cit., p. 174. 

® Hall, op. cit., pp. 220 ff. 

Dickinson, op. cit., p. 177. 
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monopoly problem They point out that government monopolists would re- 
fuse to use their power to the detriment of the consumer or other coun- 
tnes and that “within the ‘glass walls* of socialist economy it would be 
difficult to mamtain unreasonable disoimmation for long ” 

There are several possibilities, however, which we must consider 
We have already seen that it is not at all obvious that the "glass walls” 
of the liberal sociahst economy wiU clearly reveal the cost and pnee struc- 
tures of the different nationalized industries ** The pricing problem of the 
soaalist economy is, as yet, far from satisfactorily solved Similarly, we 
had to conclude that the mere existence of socialism will not eliminate the 
dangers of monopoly^* The monopohstic concentration of power is, by 
dehmtion, much greater in soaalism than m capitahsm The hberal so- 
cialist argument rests on the rather weak assumption that public managers 
will play at competition while they are, at the same time, responsible to 
the central plannmg board 

Even if we assume that the managers will behave at home “as if* they 
were acting competitively, it is not obvious that they would act in a non- 
discnminatory fashion m their relations with other countries Instead, it 
must be assumed that they wiU use state trading to overcome some of the 
many difficulties that are sure to develop m the execution of the national 
plan In addition, there is no reason to take for granted that the wealthier 
socialist communities will be eager to share their wealth with the poorer 
And from this attitude it is only a small step to the desire to make full use 
of the bargaining powers inherent m state trading 

In commercial relations between state trading boards and private com- 
mercial firms of capitalist countries, the slate trading boards are often at an 
advantage, for many private sellers are confronted by one buyer, or many 
private buyers by one seller To protect the interests of its citizens the 
capitalist countiy may feel compelled to create state trading agencies, 
thereby violatmg the basic principles of its own economic system and cre- 
ating a conflict between its domestic antimonopohstic and its foreign com- 
mercial policies 

Assuming that state trading agenaes promise to adhere strictly to the 
principles of nondiscrimmatory mulUlatcral trade, we are still faced with 
grave technical difficulties, and these will become major problems if we 
are not absolutely sure that we can imphatly trust the promises of the state 
tradingcountry 

In the case of a centrally planned economy of the Russian type, state 
trading will become even less reconcilable to the principles of nondis- 
cnrainatory multilateral trade The foreign trade monopoly now becomes 
an instrument for msulating the |^n against disturbance from the 

11 Ibid 

See Chapter 16, above 
See Chapter 17. above 
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outside. The advantages of international trade may be sacrificed for the 
advantages of planning. Nevertheless, imports and exports may still be 
considered advantageous, particularly if they can be used for corrections 
of planning errors.” The possibility of using foreign transactions as a 
balancing item in domestic planning would be enhanced if foreign credits 
made it unnecessary to equate imports and exports within short periods. 

As seen by the trading partners of a centrally planned economy, the 
latter’s imports and exports can thus become entirely erratic and can cause 
dangerous price fluctuations. This effect need not be the result of a desire 
to disturb world markets. It could simply be the consequence of the different 
role which foreign trade plays in a centrally planned economy, where ex- 
ports and imports would be determined not only by comparative advantage 
but also by the requirements of the central plan. 

While prices arc to play the same role in capitalist and liberal socialist 
economics, they w'ould perform no decisive guiding function in a centrally 
planned economy. The latter, therefore, may find it advantageous to pay 
high prices for imports and to accept even excessively low prices for exports 
if the success of the plan should demand this sacrifice. Furthermore, we 
have seen that the “price system” of a centrally planned economy will make 
it difficult to establish costs and prices comparable to those of market 
economics. 

When centrally planned economies trade with one another, the above- 
mentioned difficulties need not occur, for ffie integration of their respective 
plans will include their mutual trade relations. It is to be assumed that the 
planned division of labor tries to follow the basic principles of comparative 
advantage, at least to the extent permitted by the rudimentary cost ac- 
counting of the totalitarian system. 

It is also possible to envisage trade among centrally planned economies 
which rests on the principle of discrimination and monopolistic exploita- 
tion. Where a “master” country is far more powerful than its “satellites,” 
international trade can be planned to benefit the master country more than 
the satellites. 


Both liberal and authoritarian socialism must use state trading because 
private trading is incompatible with government ownership of the material 
means of production. These systems have excluded trade between private 
firms as part of their general bar against private enterprise. However, state 
trading can also be used by countries whose economies are not planned 
but whose governments determine “what goods will be bought, in what 
amounts, from w'hat suppliers, and on what prices and terms.” The rea- 
sons for state trading may be exactly the same as the reasons which led to 


” Cf. Adolf Weber, Sowjetwirtschaft und WeUwirtschajt (Berlin: Duncker und Hum- 

blot, 1959), p. 231. 

15 Harry C. Hawkins, Commercial Treaties and Agreements, Principles and Practice 
(New York: Holt, Rinehart and Winston, Inc., 1951), p. 199. 
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the use of quantitative controls State trading simply supersedes import 
quotas and exchange restrictions and is, accordingly, exposed to most of the 
objections which have been made against quantitative controls in inter- 
national trade 


Is a Compromise Possible^ 

The Havana Chatter for an International Trade Organization** which re- 
mains an unportant document m spite of its withdrawal from legislative 
consideration, wants to make stale trading compatible wth nondiscrimina- 
tion and multilaterahsra For this purpose it uses a “commercial considera 
tions” formula Art 29 specifies that state trading enterprises shall make 
purchases and sales “solely in accordance with commercial considerations, 
including price, quality, availability, marketability, transportation and other 
conditions of purchase or sale, and shall afftird the enterprises of other 
Member countries adequate opportunity, m accordance with customary 
business practice, to compete for participation m such purchases or sales ’ 
Theoretically speaking, state trading agencies Jnight try to act in this non 
discnmmatory fashion to gam the greatest possible advantage from inter- 
national trade PracUcally sneaking, however, it must be doubted that 
state trading agencies will be permitted to behave like unregimcnted pri- 
vate traders When state trading is part of a central phn, it is not at all 
obvious that the aim of the plan will coincide with commercial considera- 
tions, which are influenced by world market conditions In other words, 
It is improbable that state Iradmg agencies wilj adhere stnctly to commer- 
cial behavior if state trading is entrusted, as u undoubtedly will be, with 
the job of insulatmg the planned economy — or at least its full employment 
policies — agamst contagious foreign depressions An “as if ’ behavior is not 
a very reliable practical guide 

It is too much to expect that the right hand of the purchasmg agency 
will completely ignore the left hand of the exporting agency There 
will inevitably be a tendency for state-trading enterprises to enter into 
bilateral arrangements, either explial or iinplied, with otlier state- 
trading nations or even with countries in which foreign trading is in 
private hands ** 

The commercial considerations approach is inadequate even on its own 
terms, for it implies that the state tradmg agenty will act as though it were 

>*Hflia/ia Charter for an International Trade Organization (US Department of 
State Publication 3206, Commercial PoliCT Series 1 U Washineton DC March 24, 
1948) 

it Raymond F Mikeselt ‘Quantitative and Exchange Restrictions under the ITO 
Charter, American Economic Review,XXXVlHJ\iD^,l9iT),p 366 
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buying sind selling competitively, while actually the agen^ has monopo- 
listic and monopsonistic powers. If, however, a monopolist docs act ac- 
cording to commercial considerations alone, he will often use discrimina- 
tion as a means of increasing his profit. 

The General Agreement on Tariffs and Trade (GATT)''* follows, in 
Art. XVII, the exact wording of the commercial considerations formula of 
the ITO Charter. However, it docs not show how tliis formula can be ap- 
plied in planned economics. 

The perplexity of the question of how nondiscriminatory trade and 
economic planning can be combined is refiected in the following statement 
by the chairman of the Contracting Parties of the GATT of June 2, 1959. 

The association of Yugoslavia and Poland’s request for accession ob- 
viously raise serious problems for the CONTRACTING PARTIES. In 
the past, the requests for accession which we have received have al- 
ways been from countries whose economic structure and commercial 
policy system did not differ greatly from tliosc existing in our own 
countries. In the ease of Yugoslavia, we considered for the first time 
the possibility of applying the principles of the General Agreement to 
a country whose economy differs in many important respects from that 
of our countries. The divergence of economic concepts seems still 
greater in the ease of Poland, and in the near future the CONTRACT- 
ING PARTIES will probably have to give serious consideration to the 
possibility of broadening our philosophy and making our system more 
flexible so as to enable countries whose economy is based on free en- 
terprise to co-operate fruitfully within this organization with those 
whose economy is entirely planned. It is too early to predict what solu- 
tions we can arrive at in the future and submit to our governments in 
order to achieve that result, but it is not too early to point out to our 
governments that this is a problem to which they will have to give care- 
ful consideration in coming months.*® 

Obviously, nobody yet knows how a satisfactory compromise can be 
achieved between the different basic principles which underlie international 
transactions by market and those which underlie intemationai transactions 
by centrally planned economies. 

That nondiscriminatory multilateral trade can be carried on between 
market economies and centrally planned economics is questionable for sev- 
eral reasons. 

(1) All state trading is exposed to those difficulties which make import 

General Agreement o£ Tariflfe and Trade, Basic Instruments and Selected Docu- 
men/r, Vol, Ilf, Text of the General Agreement 1958 (Geneva: November, 1958). 

Information Service, European Office of the United Nations, Geneva, Press Re- 
lease GATT/454, 2 June 1959, 
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quotas and exchange controls basically incompatible with nondiicnmina- 
tion If a state trading country promises to apportion its foreign purchases 
on the basis of some representative period, it freezes a previous pattern of 
trade and does not allow for changes m the competitive situation, if it 
promises another country to purchase goods for not less than an agreed 
mmimum amount, it might, m kcepmg its promise, actually discriminate 
against other countnes if its total purchases from all countries fall of! 

(2) The centrally planned economy docs not have a price system of the 
kind which is needed if trade is to be based on the pnnciple of comparative 
advantage and if conformity to this principle is to be checked by its trade 
partners 

(3) The centrally planned economy would experience diHicuIties in ad* 
justing its plan to changes occurring in the rest of the world These changes 
are unlikely to be permitted to alter the plan once it has been formulated 
On the contrary, we must assume that central planners will use foreign 
trade transactions to iron out bottlenecks and to get nd of surpluses — to 
enhance the plan's balance at the cost of greater instabihty for the rest of 
the world 

It remains to be seen what concessions could be made by an authontanan 
economy even while the plan is stiU in its Jormative stage A centrally 
planned system could perhaps agree on fixed amounts of exports and im 
ports at fixed prices, both with regard to the rest of the world os a whole 
and to individual countnes However, nondiscrimination, avoidance of 
monopolistic pncing, comparative cost accounting, and the choice of base 
periods would still pose grave problems Trading between individual firms 
of different market economies rests on commercial considerations Trading 
between centrally planned economics rests on the requirements of their 
integrated plans Trading between centrally planned economies and in- 
dividual traders in market economies necessitates changes m basic pnnci- 
pies for both systems, and the extent of the changes required may exceed the 
possibility of a compromise 

However, the great advantages of international division of labor may 
nevertheless lead, in times of peaceful coexistence, to a compromise These 
advantages will mduce the market economies to be satisfied with a system 
which falls short of multilaferalism and will impel the centrally planned 
economics to use trading methods which are acceptable to the free world 
International trade under compromised principles will prove to be prefer- 
able to no trade at all 



CHAPTER 24 


THE AGENDA OF GOVERNMENT IN 
A MARKET ECONOMY 


Consumption- and Production-Oriented Systems 

As indicated at tlie beginning of our study, comparative analysis should 
enable us to better determine whether various proposed economic policies 
are compatible with the continued existence of a countr)'’s basic economic 
system. In the preceding three chapters we have examined situations in- 
volving a collision between different basic economic philosophies. In this 
last chapter, we shall examine more closely two attitudes which have con- 
tinued to vie with each other in the market economies of the developed 
countries of the West ever since the economic crisis of the 1930 s. Our 
comparative analysis of economic systems should have prepared us to bet- 
ter evaluate the significance of these attitudes. 

If we leave aside the centrally planned systems and the special problems 
of underdeveloped countries, we are left with market economics which 
have in common that they arc not centrally planned and are, in the main, 
based on private property of the material means of production. For the 
time being, at least, nationalization has lost its appeal. It is imperatiw, 
therefore, that economic policies in the developed countries of the West e 
compatible with the market mechanism on which the economic life of these 
countries is based. 

But acceptance of private property and of a market system oes^ no 
mean laissez faire. We saw that the market economy needs to e cot 
rected” for several reasons. Outstanding among the aims which can e 
reached only through government interventions are greater income equa tty, 
social security, maintenance of a sufficient degree of competition, monetary 
stability, maintenance of reasonably high employment leve s, an non 
discriminatory multilateral trade. 
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Within the market economies of the West there exist differences m 
economic philosoph) which must be compromised Fortunately, these dif- 
ferences are not opposites but differences of emphasis or approach We 
have already seen bow different philosophies guided the welfare policies 
of the British Labor party after World War II and the neo-liberalists m 
West Germany after 1948 These philosophies have been characterued, 
respectively, as consumption oriented and production-oriented ^ In the con 
sumption-oriented economy the emphasis is on high employment, aggregate 
demand, and social secunty, in the production-oriented economy, on initia- 
tive, capital formation, and monetary stability The consumption-onented 
system is especially conscious of the fact that aggregate demand may be 
insufficient for the maintenance of a high employment level, the production 
onented system urges monetary stability as the precondition of a wcU- 
functiomng market economy But the consuroption-onented system is in 
danger of trying to cure all economic evils through changes in aggregate 
demand, and the production-onented system runs the nsk of overem 
pbasizing the resilience of the market mechamsm and the efficacy of mone- 
tary policy 

Unfortunately, the representatives of the consumption-onented school 
have all become identified as ‘ Keynesians ” We shall see that Keynes* ideas 
have little m common with welfare economics and nothing at all with 
socialism Keynes’ theories, for instance, cannot be held responsible for 
the direct controls which m the years after World War 11 interfered with 
the functioning of the market economies 

These interferences mduced neoliberahsts to warn the Western world 
that unless a greater understanding of the market mechanism is achieved 
the solution of our economic problems may have to be sought m totalitanan 
controls 

The neo-liberalists, however, are m danger of putting too much faith m 
the market economy m the face of political forces which tend to overtax 
the resilience of the price mechanism The consequences could be just as 
grave as those of a welfare economy which tries to achieve its aims by 
means of uncoordinated direct controls 

What welfare aims are compatible with the principles of the market 
economy and what methods should be used to achieve these aims? Such 
are the most important economic questions which have to be answered by 
the Western world 

The following pages cannot attempt an answer But we can follow the 
ideas of two great exponents of the market economy whose approaches are 
to some extent charactenstic of the irforemcntioned difference m emphasis 
F A Hayek and Lord Keynes 

1 See Henry C Walbch, Maintprl/tgt of German Revival (New Haven. Conn. Yale 
University Press, 1955), Chap 2 
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Considerable discussion concerning the dangers of government controls in 
market economies has centered around Friedrich A. Hayek’s stimulating 
book The Road to Serfdom - This book has been highly praised in con- 
servative circles and severely attacked by indignant liberals and socialists 
who resented Hayek’s implication that his eloquent criticism of nazism ap- 
plies equally to all forms of collectivism and therefore also to liberal so- 
cialism. 

In presenting Hayek’s main theses, we limit the argument as much as 
possible to economic problems. 

Hayek contends that “the rise of fascism and naziism was not a reac- 
tion against the socialist trends of the preceding period but a necessary 
outcome of those tendencies” (pp. 3-4).-’ Since “the people whose views 
influence developments ... are now in the democracies in some measure 
all sociah'sts” (p. 4), we are in great danger of repeating vvhat happened in 
Germany under Hitler. Our liberal or, as Hayek prefers to say, socialist 
policies, if continued, will lead to totalitarianism.'* 

Hayek identifies collectivism, socialism, and planning; he defines plan- 
ning as “a central direction of all economic activity according to a single 
plan, la)'ing down how the resources of society should be ‘consciously di- 
rected’ to serve particular ends in a definite way” (p. 35). He believes that 
it is dangerously wrong to assume “that it must be possible to find some 
middle way between ‘atomistic’ competition and central direction. . . . 
Although competition can bear some admixture of regulation, it cannot be 
combined with planning to any extent we like without ceasing to operate 
as an effective guide to production” (p. 42) . 

Nevertheless, as Hayek does not advocate laissez faire, he is to that ex- 
tent himself advocating some sort of compromise. He says that there is 
“all the difference between deliberately creating a system within which com- 
petition will work as beneficially as possible and passively accepting institu- 

^ F. A. Hayek, T/ie Road to Serfdom (Chicago: University of Chicago Press, 1944). 
For critical appraisals of Hayck’s book, sec the following: E. F. M. Durbin, Problems 
of Economic Planning (London: George Routlcdgc & Sons. Ltd., and Kegan, Paul, 
Trench, Trubner & Co., Ltd.. 1949), P.apcr 5; Hermann Finer. Road to Reaction 
(Boston: Little, Brown and Company, 1946): Howard S. Ellis, "Postwar Economic 
Policies.” Review of Economic Stathtics. Vol. XXVIll (1946): Alvin H. Hansen, 
Economic Policy and Full Employment (New York: McGr.w-Hill Book Company, 
Inc., 1947), Appendix A; Carl Landauer, Theory of National Economic P anning 
(Berkeley and Los Angeles: University of California Press. 1947); Barbara Woolton, 
Freedom under Planning (Chapel Hill: University of North Carolina Press, 1945). 

3 Page numbers in parentheses refer to Hayek, op. c/r. 

TTie term “liberal" is used above, as it generally is in the United Stales, for po ici 
which try to ‘‘correct" the capitalist economy. When Hayek uses the term he means 
almost the opposite. 
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show, however, that Hayek belongs to the group of neo-liberalists whose 
ideas were followed in West Germany after 1948. 

When Hayek turns againsr a “mixed” system he is right to the extent 
that a system without either market or central plan lacks consistency in 
allocating factors of production. He is also correct as long as he argues 
against the uncoordinated price and quantity controls which can ruin the 
market economy before a central administration has been substituted for the 
functioning of the market; and, like his teacher Mises, he is right in im- 
plying that a system of central administration lacks the data for the most 
economical allocation of resources. 

But the reader of Road to Serfdom is not informed which policies are to 
be used if the “immense possibilities for advancement over the cruder prin- 
ciples of the nineteenth century” are to be realized. 

What are we to do about the recurrent waves of unemployment? What 
monetary and fiscal policies does Hayek suggest? How much social security 
can be provided? And how, specifically, are we to plan for competition? 
In no instance does Hayek commit himself; but he severely criticized those 
who try to solve these problems and whom he caUs, for this reason, so- 
cialists. Yet he lets it be inferred that the same problems would somehow 
be solved in his market economy. 

We can agree with Hayek that wrong policies were often employed — 
policies which failed to solve our problems and instead weakened the 
whole system. Seeing these mistakes and these dangers, Hayek should have 
shown in terras of concrete examples which policies were wrong, why they 
were wrong, and how they harmed the economy. Instead, he deals in 
generalities which are not always convincing. 

Hayek is right when he deplores the fact that our understanding of the 
price mechanism is not always adequate. We also have to agree with him 
when he argues that the more complex society becomes, the more neces- 
sary it is to rely on the impersonal system of prices. But Hayek does not 
even mention the maintenance of aggregate expenditure, the basis of 
modem governments’ full-employment policies. If Hayek does not agree 
with the Keynesian development in economic theory, he should say why 
he is opposed to this new approach and to the policies of aggregate spend- 
ing which are derived from it 

Hayek’s definitions of collectivism, socialism, and totalitarianism are 
insufficient He admits that “the various kinds of collectivism, communism, 
fascism, etc., differ among themselves in the nature of the goal toward 
which they want to direct the efforts of society.” They have in common, 
however, that “they all differ from liberalism and individualism in wanting 
to organize the whole society and all its resources for this unitary end and 
in refusing to recognize autonomous spheres in which the ends of the in- 
dividuals are supreme. In short, they are totalitarian in the true sense of 
this new word which we have adopted to describe the unexpected but never- 
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uons as they are Probably nothing has done so much harm to the liberal 
Cause as the wooden msistence o£ some liberals on certain rough rules of 
thumb, above all the pnnciple of laissez faire" (p 17). Hayek goes so far 
as to admit that there are still ‘ immense possibilities of advancement” 
available over and above “the crude rules m which the prmciples of eco 
nomic policy of the nineteenth century were expressed” (p 18) He de- 
mands that we plan for, rather than against, competition, is willing to con- 
ceed a minimum of social security through protection against sickness and 
’■ accident, and at least mentions “the supremely important problem of com- 
bating general fluctuations of economic activity and the recurrent waves of 
large scale unemployment which accompany them” (p 121) By remain- 
ing rather vague when making these su^stions, Hayek avoids havmg to 
show how these aims can be reached without some of the controls against 
which much of his book is directed He does, however, make it clear that 
we should not tiy to guarantee a given standard of life to special persons 
‘ or groups, arguing rightly that such action would lead to only greater m- 
seainty tor other people “Jf you guarantee to some a fixed pari ot a van 
able cake, the share left to the rest is found to fluctuate proportionally 
more than the size of the whole” (p 128) 

Hayek is afraid that what has been achieved m the past is regarded as a 
secure and imperishable possession, acquired once and for all (p 19), that 
“interest in and understanding of the functioning of the existing society rap- 
idly declined,” and that * with the decline of the understanding of the way m 
which the free sy'seem worked, our awareness of what depended on its ex- 
istence also decreased’ (p 20) He refers, m particular, to the belief that 
‘‘the increasing difficulty of obtaining a coherent picture of the complete 
economic process makes it indispensable that things should be co ordmated 
by some central agency if social life is not to dissolve in chaos” (p 48) 
According to Hayek, this argument is based “on a complete misapprehcn 
sion of the w orking of competition The more complicated the whole, 
the more dependent we become on the division of knowledge between in 
dividuals whose separate efforts are co-ordinated by the impersonal mecha- 
nism for transmitung the relevant information known by us as the price 
system Compared with this method of solving the economic problem 
by means of decentralization plus automatic co-ordmation, the more ob 
vious method of central direction is mcredibly clumsy, primitive, and lim- 
ited m scope" (pp 48 50) 

Hayek concludes that ‘ the state should confine itself to establishing rules 
applying to general types of situations and should allow the individuals 
freedom m everything which depends on the circumstances of time and 
place, because only the individuils concerned in each instance can fully 
know these circumstances and adapt iheir actions to them” (p 75) 

These quotations from Hayek's book are not meant to give a complete 
picture ot his argument, which often transcends the field of economics They 
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show, however, that Hayek belongs to the group of neo-liberalists whose 
ideas were followed in West Germany after 1948. 

When Hayek turns against a “mixed” system he is right to the extent 
that a system without either market or central plan lacks consistency in 
allocating factors of production. He is also correct as long as he argues 
against the uncoordinated price and quantity controls which can ruin the 
market economy before a central administration has been substituted for the 
functioning of the market; and, like his teacher Mises, he is right in im- 
plying that a system of central administration lacks the data for the most 
economical allocation of resources. 

But the reader of Road to Serfdom is not informed which policies are to 
be used if the “immense possibilities for advancement over the cruder prin- 
ciples of the nineteenth century” are to be realized. 

What are we to do about the recurrent waves of unemployment? What 
monetary and fiscal policies does Hayek suggest? How much social security 
can be provided? And how, specifically, are we to plan for competition? 
In no instance does Hayek commit himself; but he severely criticized those 
who try to solve these problems and whom he calls, for this reason, so- 
cialists. Yet he lets it be inferred that the same problems would somehow 
be solved in his market economy. 

We can agree with Hayek that wrong policies were often employed — 
policies which failed to solve our problems and instead weakened the 
whole system. Seeing these mistakes and these dangers, Hayek should have 
shown in terms of concrete examples which policies were wrong, why they 
were wrong, and how they harmed the economy. Instead, he deals in 
generalities which are not always convincing. 

Hayek is right when he deplores the fact that our understanding of the 
price mechanism is not always adequate. We also have to agree with him 
when he argues that the more complex society becomes, the more neces- 
sary it is to rely on the impersonal system of prices. But Hayek does not 
even mention the maintenance of aggregate expenditure, the basis of 
modem governments’ full-employment policies. If Hayek does not agree 
with the Keynesian development in economic theory, he should say why 
he is opposed to this new approach and to the policies of aggregate spend- 
ing which are derived from it. 

Hayek’s definitions of collectivism, socialism, and totalitariamsm are 
insufficient. He admits that “the various kinds of collectivism, communism, 
fascism, etc., differ among themselves in the nature of the goal toward 
which they want to direct the efforts of society.” They have in common, 
however, that “they all differ from liberalism and individualism in wanting 
to organize the whole society and all its resources for this unitary end and 
in refusing to recognize autonomous spheres in which the ends of the in- 
dividuals are supreme. In short, they are totalitarian in the true sense of 
this new word which we have adopted to describe the unexpected but never- 
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theless inseparable manifestations of what m theory we call collectivism” 
(pp 56-57) Smce hberal sociahsm is definitely mcluded when Hayek 
speaks of collectivism, we can well understand why hberal socialists were 
mdignant There is a great deal of difference between pomting to a danger 
and It for granted that the worst expectations are already fulfilled. 
Hayek is correct where he sevaely censures the tendency of trymg to 
protect everybody against all haxards of economic life, but be forgets that 
this tendency is not typical only of socialism We have had much of this 
m capitalism TTie pressure groups who asked for special privileges — 
farmers, busmessmen, and labor leaders — were not sociahsts As a matter 
of fact, the centra] planner is not likely to set up a system of entrenched 
privileges, because such a procedure would decrease the possIbQities of 
plannmg even more than individual freedoms would 
In spite of these criticisms, we should remember that Hayek has drawn 
our attention to a problem which must be uppermost in our mmds There 
IS danger If the worlang of the price mechanism is not understood, if direct 
controls are permitted to multiply, if infiation is repressed and if welfare 
state aims are allowed to tax the productive power of the nation, the com- 
bmed effects of these aims and measures may be so bad that govenunents 
are tempted into a belated central administration of tbeir uncoordinated 
ad hoc measures, and such central admmisuation may mean totahtananism. 

Agenda and Non-agenda of Government 

Totahtananism, however, could also be the result of failure to correct the 
weaknesses of a market economy Hayek and others have been nght m 
blaming those who have lost all faith m the market economy But equally 
mistaken are those who expect too much of the market economy, particu- 
larly when the market mechanism is not permitted to function properly 
John Maynard Keynes said in his essay The End of Laissez Fare that 
“perhaps the chief task of Economists at this hour is to distmgmsh afresh 
the Agenda of Government from the Non-Agenda' and fiiat ‘ the com- 
pamon task of Pohtics is to devise forms of Government witbm a Democ- 
vasy 'Khach he Agenda”® 
of course, that hardly anybody still ^beved m laissez faire But when be 
wrote his essay m 1926 he had good reasons to fear that those who were 
responsible for England’s currency pohiy had set for the market economy 
a task which the latter could “solve” only with catastrophic consequences 
Keynes did not argue that we should give up the market economy He only 
wanted to protect it agamst those who trusted blmdly m the market econ 
omy’s resihence and who attempted to make it solve what were msoluble 


< John Maynard Keynes The End of Laissez Faire ” in Essays in Persuasion (New 
York Harrourt, Braceand Company, Inc, 1932). p 313 
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problems. Even then, however, Keynes expressed the conviction “that 
Capitalism, wisely managed, can probably be made more efficient for at- 
taining economic ends than any alternative system yet in sight, but that in 
itself it is in many ways extremely objectionable.” e 

Why did capitalism need wise management? Why was it extremely ob- 
jectionable without this management? 

For an example, let us recall the British economic situation in 1926. In 
reintroducing the gold standard, Churchill, as Chancellor of the Exchequer, 
had chosen the prewar dollar parity in spite of the fact that it did not cor- 
respond to the so-called purchasing power parity. English prices had risen 
considerably more than prices in the United States. Return to the prewar 
parity under these conditions meant that normal trade relations would be 
possible only if England could manage to lower its costs and prices. Keynes 
was of the opinion that this deflationary policy expected too much of the 
market economy and its ability to adjust wages downward. Under the as- 
sumption of wage rigidity, Keynes was skeptical about the feasibility of the 
gold standard in general;^ but a combination of gold standard and over- 
valuation he considered much worse. He was right. It is liard to understand 
why the British economy was subjected to the ordeal of deflation. 

The effects of Churchill’s currency policy are well known.® Keynes had 
been right when he anticipated that a lowering of money wages v/ould re- 
quire dangerous deflationary pressures and would result m sttikes and un- 
employment. 

The same assumption led Keynes to conclude ten years later, in his 
General Theory, tlial a market economy could find its equilibrium position 
at an underemployment level. This conclusion was not new or revolutionar}', 
for classical price theory had to come to the same result if wage rigidity 
was assumed.® Economic equilibrium at full employment presupposes 
adjustable wages. 

It would be wrong to blame Keynesian economics for these wage rigid- 
ities. The question is only whether economic policy should be adjusted to 
political facts like wage rigidities, e.g., whether deflation or depreciation 
should be used. These arc no longer questions of theory but are rather 
questions of political realism. 

What Keynes doubted was the resilience of the market economy. His 


8/6«.,p,321. 

TJohn Maynard Keynes, “Alternative Aims of Monetary Policy,” in Essays in Per- 
suasion, ipp. \S6 E. . „ . 

8 See John Maynard Keynes, “The Economic Consequences of Mr. Churchill, in 
Essays in Persuasion, pp. 244 ff. 

»See Gottfried Habcrler, "The Place of the General Theory of Employment, InterMt, 
and Money in the History of Economic Thought,” Review of Economic Statistics, 28, 
(1946), 187 ff. Neither was Keynes’ emphasis on the possibility of oversaving as new 
and revolutionary as some people think. We can find the same view ninety years 
earlier in John Stuart Mill’s Principles of Political Economy (London: Longmans, 
Green & Co., 1936), Book. V, Chap, 2, paragraph 7. 
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doubt was once more justified m the German reparation case Keynes 
predicted that the deflation which was to produce the excess of exports over 
imports could be had only at the pncc of unemployment, and agam he was 
nght « 

We have already studied Keynes’ General Theory and the poh^ pro* 
posals which were derived from it “Keynes’ great contnbution was that 
he strongly emphasized the mcome factor and used it much more system* 
atically in the analysis of economic change than had ever been done be* 
fore” “ Subsequent exaggerations and mistakes m government economic 
policy led some economists to cnticize Keynes’ theory as bemg exclusively 
mterested m aggregates to the detriment of an understanding of the pncmg 
process Bnt as far as Keynes himself was concerned, this criticism was not 
justified The new emphasis on national income was closely connected with 
price theory Keynes did not want to replace the market mecbamsm, he 
wanted to create conditions in which this mechanism would lead to bi^ 
employment levels with as little inflation as possible 
^aggerations and mistakes on the part of Keynes* disciples can be ex- 
plained by the fact that the understanding of the market mechanism was at 
a low tide when the General Theory was published This theory can be said 
to have fallen m a vacuum, as far as the understanding of the market 
economy was concerned For an explanation of this situation we can refer 
to the same factors which were listed to explain why the economic theory 
of socialism remained undeveloped for so long 
Keynes did not advocate nationalization, though he spoke of “a some- 
what comprehensive socialization of investment” ** as the only means of 
securmg an approximation to full employment The context shows that be 
did not advocate public ownership but merely some regulation of aggregate 
expenditure Conservative economists and some of Keynes' disciples over- 
looked the fact that Keynes believed that in tunes of high employment a 
low propensity to consume is conduavc to the growth of capital 

Because the Keynesian theory grew out of the great depression, it dealt 
mainly with depression problems and proposed remedies which were anti- 
dcflatiomst Some of the inflationist mistakes of the post World War II pe- 
riod can undoubtedly be traced to the fact that the young generation of 
’ Keynesians” had not gained immumty against the inflation virus But 
Keynes himself explamcd the neutrality of his theory m his last book, flow 


w John Maynard Keynes “The German Transfer Problem " Economic Journal VoL 
XXXDC (March 1929) 

Sec Chapters 8 and 9 above 
^*Haberler loc eit p 190 
** See above Chapter 14 pp 159 160 

**/olin Maynard Keynes The General Theory of Employment Interest and Money 
(London Macmillan and Co Ltd, 1936), p 378 
»/6W,p 373 
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io Pay for the TVar.^^ We should also remember that some of the sharpest 
criticism of the deficient market orientation of the Labor party’s postwar 
economic poUcies came from Keynesians like Harrod and Meade.^’^ 

When Keynes reminded his contemporaries that classical economics con- 
tained some permanent truths of great significance and that natural forces 
or even the “in\isiblc” hand were operating toward equilibrium, this re- 
mark was interpreted by some as recantation of his former theories. But 
only tliose who had never read the last chapter of the General Theory could 
come to this wrong conclusion. For there he expressly states that “if our 
central controls succeed in establishing an aggregate volume of output cor- 
responding to full employment as nearly as is practicable, the classical 
theory comes into its own from tliis point onwards” and that “there is no 
objection to be raised against the classical analysis of tlie manner in which 
private self-interest will determine what in particular is produced, in what 
proportions the factors of production will be combined to produce it, and 
how tlic value of the final product will be distributed between them.” 

Keynes’ theory, when correctly interpreted, does not lead to policies 
which might ruin the pricing process and lead eventually to central plan- 
ning and dictatorship. It is interesting to note that Keynes called Hayek’s 
Road to Serfdom “a grand book.” He wrote to Hayek, 

We all have the greatest reason to be grateful to you for saying so well 
what needs so much to be said. You will not expect me to accept 
quite all the economic dicta in it. But morally and philosophically I 
find myself in agreement with virtually the whole of it; and not only in 
agreement with it, butin a deeply moved agreement.*® 

Hayek, on his part, seems to have accepted at least some of Keynes’ argu- 
ments. Although he says that he considers it a dangerous legacy of Keynes’ 
great influence that we tend today to distinguish only between full employ- 
ment and a slate of affairs in which unemployed factors of all kinds are 
available, he continues, “Only few will deny that credit expansion can 
only be considered useful as long as a condition of general unemployment 
exists, in the sense that unused means of every kind are available.” It 

John Maynard Keynes, How to Pay for the War (New York: The Macmillan 
Company, 1940). 

^^See, c.g., R, F. Harrod, Are These Hardships Necessary? (London; Rupert Hart- 
Davis, 1947), and J. E. Meade, Planning and the Price Mechanism (London: George 

Allen & Unwin, 1948). 

^®John Maynard Keynes, “The Balance of Payments of the United States, Eco- 
nomic Journal, LVI (1946), 186. See also Chapter 2, above, p. 16. 

Keynes, General Theory, pp. 31S-379. _ 

F. Harrod, The Life of John Maynard Keynes (New York: Harcourt, Brace 
and Company, Inc., 1951), p. 436. . 

F. A. Hayek in Vclibcschciftgung, Inflation and Planwirlschaft (Erlenbach-Zuricn. 

Eugen Rentsch Verlag, 1951), p. 186. 
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must be doubted that Hayek would haw made the latter statement without 
Keynes influence 

Keynes planning for the raaioicnacce of aggregate demand is as impor- 
tant for the functionmg of the market economy as is Hayek’s plannmg for 
competition Both types of plamung can be so designed that the policies 
involved do not interfere unduly with relative pnce relations Both types 
of controls should be of the indirect type as fat as possible They concern 
the nature of the environment which the free play of economic forces re- 
quires if It IS to realize the full potentialities of production”,” they erect 
around the existing mechanisms “so to speak, a system of laws and institu- 
tions nithm which they may be made to work m the right way”,” and they 
create conditions under which the knowledge and mitiative of mdmduals 
are gnen the best scope so that they can plan most successfully”” 

The designing of these central controls will not be an easy job, it wiH 
require above all, a great amount of restramt Interference with the work- 
mg of the pnce mechanism must be reduced to a minimum Our pohaes 
must be so designed that they work through, rather than agamst, the mar 
ket, our controls in other words, must be, as far as possible, indirect rather 
than direct Direct controls often concern only a small section of the econ 
omy and are liable to be put mto action with htUe regard to what their 
effect on the rest of the economy might be With indirect controls this situa- 
tion IS less likely though by no means impossible 
Lionel Robbms is nght in saying, “In the exatement of perfecting our 
instruments of analysis we have tended to neglect the study of the (Re- 
work which they assume There is an urgent need for the best minds of the 
nsmg generation to apply themselves to this task of institutional invention m 
the light of patient, realistic investigations ’ 

It should be possible to create a system m which the agenda of the gov- 
enunent are so carefully designed that each pohey is a logical part of the 
whole, m which the many mconsistenaes of direct controls are removed, 
and where pnvate enterprise, guided by the market, can fulfill the task 
which totahtananisffl can accomplish only at the appalling cost of important 
human freedoms 

There will always be very speaal cases m which we shall have to violate 
our basic prmciples, just as there is always a public sector m which the 
working principles of the pnvate sector cannot be apphed In such cases 
we should make doubly sure that anything which impedes rather than sup- 
ports the normal functioning of the pnce mechanism is worth the cost 

** Keynes Cengral T/ieory p 379 

Lionel Robbins, The Economic Probkm »n Peace and War (I-ondon MacmDlan 
iCo Ltd., 1947), p 83 
3* Hayek, op cit p 35 

25 Robbins op eit p 84 Hie task is well onttmed m Robert A Dahl and Charles E. 
Lmdblom Politics Economics and Welfare (New York Harper & Brothers Publish 
ers,1953) ^ 
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Aware of the chain reaction by which direct controls tend to spread, we 
must be at least as careful with these bureaucratic devices as with the 
spending of the taxpayers’ money. Where we spend money, we are clearly 
aware of the costs. Where w'C create artificial protection we often meet no 
budgetary expense, but the social costs may be very great. 

Of course, a system which rests mainly on the market will entail a cer- 
tain amount of economic insecurity for its members. Because, however, a 
high level of employment will remove the worst cause of insecurity, this 
price should not be too high to pay for individualism whose advantages 
Keynes set forth so beautifully in the last chapter of his General Theory. 

But, above all, individualism, if it can be purged of its defects and its 
abuses, is tlie best safeguard of personal liberty in the sense that, com- 
pared svith any other system, it greatly widens the field for the exercise 
of personal choice. It is also the best safeguard of the variety of life, 
which emerges precisely from this extended field of personal choice, 
and the loss of which is the greatest of all the losses of the homo- 
geneous or totalitarian .state. For this variety preserves the traditions 
which embody the most secure and successful choices of former gener- 
ations; it colours the present with the diversification of its fancy; and, 
being the handmaid of experiment as well as of tradition and of fancy, 
it is the most powerful instrument to a better future. 


** Keynes, General Theory, p. 380. 
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THE ABSTRACT PRICING PROCESS 


Cassets Abstract Model 

The free exchange economy discussed m Chapter 3 u a model of the cap- 
italist economy Would what we have learned about the pncujg process be 
partially applicable to other economic systems? Could we change the most 
basic assumption on which the free marhet economy rests (private property 
of the matenal means of production) and still namtain the consistency of 
Us price relations? 

The answer to these questions is of great importance to comparati\e 
economic analysis If the pncmg process of the free market economy can 
be made to work m a different institutional framework, for instance, in an 
economy with government ownership of the material means of production, 
the socialist economy can be designed as a market economy rather than a 
centrally planned economy In this case it may be possible to mamtam a 
degree of freedom m the socialist state which would be mcompatible with 
totalitarian planning 

But even m the totahtanan planned economy the pricmg problem will 
arise We have seen in Chapter 2 that even the centrally planned dictator- 
ship economy would have to solve the problem of integrating successfully 
the productive eSorts of nuILons of persons Mere reference to a central 
plan does not solve this problem No man, no board is wise enough to co- 
ordmate the thousands of production processes m which millions cooperate 
How can this coordmation and integration be achieved? Will not even the 
centrally planned economy have to use some methods of consistent calcula- 
tion? Will not the government managers need the guidance of pnces'^ 

The answers to these questions are difficult and wiU not be attempted 
at this stage of our analysis * Whether the pncmg process can be applied to 
» See. however, Chaptera to 20, below 
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other spcial economies should, however, be briefly discussed at this point, 
because we have already achieved so high a level of abstraction. 

An answer to this question has been attempted by Gustav Cassel, who 
believes that he has succeeded in providing a model of the pricing process 
which is abstract enough to fit any land of social economy, whefiier capi- 
talist or socialist ( 132) 3 

Cassel tabes “the exchange economy in the widest sense, stipulating only 
that it shall allow the individual freedom of occupation and freedom of 
consumption within the limits imposed by his means” ( 132) . The principles 
of pricing, therefore, “hold good for every exchange economy, and are in- 
dependent of the particular organization of production within the econ- 
omy. . . . These principles would remain imchanged in an exchange 
economy in which the State had assumed control of production and re- 
served for itself the ownership of the material factors of production” (132). 

In this socialist economy “the demand of consumers is indirectly a de- 
mand for factors of production, which . . . can be adequately restricted 
only by placing suitable prices on the factors of production. The principle 
of scarcity thus has exactly the same application to the socialist economy as 
to the present system . . ,”(135). 

However, the institutions of Cassel’s socialist economy differ consider- 
ably from those found in the capitalist market economy. To select only a 
few points: The producing units are publicly owned, but we are not told 
how the necessary decisions are made. Competition does not seem to play 
a major part in the pricing process because Cassel wants to show “how un- 
true it is that free competition is a theoretically necessary condition for 
^ving effect to the principle of cost . . .” (132-133). Prices are not al- 
ways determined by the market; rather they are “set,” but we are not told 
by whom. We shall see that Cassel replaces the driving forces of the market 
(acquisitiveness and competition) through the commands of abstract prin- 
ciples. 

Such a system is possible in the abstract. Whether its “teleologicar’ rela- 
tions (i.e., relations requested to exist in furtherance of a stated purpose) 
can be translated into practical working principles, without reproducing at 
the same time the essential features of the capitalist economy, is a difficult 
question. On the solution of this question may depend the possibility of 
constructing an economy which avoids the capit^st feature of private prop- 
erty in the material means of production and the totalitarian feature of an 
all-inclusive plan. 

2 Page numbers in parenthses refer to Gustav Cassel, The Theory of Social Economy 
(New York: Harcourt, Brace and Company, Inc., 1932). 
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CasseVs Arithmetical Treatment 
of the Problem of Equilibrium 

Cassel considers first the simple case where “the quantities of goods avah 
able to consumers m a particular period are given’ (138) This case re- 
sembles a dictatorship economy m which the decision of what to produce 
IS made mdependently of the wishes of the consumers, but where ^e con 
sumers are free to buy commodities if they are wiUmg to pay the pnee 
which equalizes demand and supply In other words, Cassel assumes at 
first free choice of consumption but not consumers sovereignty 
Cassel also assumes that the sum of money which each consumer spends 
dunng the relevant period for the satisfamion of his wants is fixed m ad 
vance The demand of each consumer for the vanous commodities dunng 
the penod is thus settled as soon as the pnees of these articles are known 
As we add the demands of the individuals, we get the total demand for 
each commodity The demand for a commodity does not depend solely on 
its own pnee, it depends also on the paces of ^ other commodities If the 
pnee of shoes goes down, we may be inclined to buy another pau: of socks, 
if the pnee of cigarettes increases we may cut down on buymg magazines 
Demand is a table which sets forth the amounts of a commodity which 
are purchased at different prices and indicates, therefore, the relation be- 
tween two vanables amounts purchased and paces This relation we call 
* demand function ” We have seen, however, that the demand for a com 
modity IS influenced, m addition, by changes of pnees of other goods, since 
these changes either set free or absorb purchasing power, depending on the 
elasticities of demand for these goods No pnee can change without poten- 
tially mfluencmg the demand for all other commodities 

The total demand of consumers m the aggregate for any partic 
ular commodity is thus detennmed by the pnees of the n commi^ties 
If we represent the total demand for the n commodities m the given 
penod by Di, D 3 - * * D» we can then express these magmtudes as 
functions of the n prices, thus 

(1) r>, = F. (p. • • ■ p.) 

Dz = Fa (pi • • • p.) 

D,=F. (p, • ■ • p.), 

where Pi • • p» are the pnees of the n commodities 
Now, the demand for any particular commodity, given a state of 
equilibrium must coincide with the supply of it, smee the fixmg of 
pnees, m accordance with the principle of scarcity, must be such as to 
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restrict demand so as to satisfy it \rith the available supply of commod- 
ities. It follows therefore that: 

Dl = Si, D 2 = Ss ’ ’ • Dn = Sn 

and hence, according to ( 1) : 

(2) Fi (pi • • • p„) = Si 

Fz (pi • • • pfl) = Sz 

Fn (pi • • • p„) = Sn (139-140). 

It is obvious that these" equations have no precision. They do not enable 

us to calculate the prospective demand for shoes or typewriters, once we 
know the purchasing power of the consumers, the prices of shoes and type- 
writers, and the prices of all the other products which the consumers may 
also want to buy. The demand function depends on such elusive elements 
as individual tastes, which cannot be expressed with sufficient precision.® 

Equilibrium exists according to Cassel when the demand for each article 
is equal to the “given” supply. He simply assumes that demand and supply 
“must” be equal. We note that he has not explained how equality between 
demand and supply has been reached. Our previous discussion of the mar- 
ket economy makes it easy for us to substitute the competitive solution. In 
the future we must be careful, however, not to use this substitution auto- 
matically when Cassel’s institutional assumptions do not permit its further 
application. 

According to Cassel, the “principle of scarcity” requires that the demand 
for all commodities be restricted until it can be met with the available sup- 
ply. Since Cassel assumes as given both the supply of the commodities and 
the sum of money which each consumer can spend during a given period, 
he “solves” the pricing problem by setting on each commodity a price 
which equilibrates demand and supply. 

To introduce the process of production, Cassel drops the assumption of 
a g^ven supply of consumers’ goods and talces, instead, the factor supply as 
given. The number of the different kinds of factors is r, and Ri Rz • ‘ ' Rr 
are the available quantities of these factors (or their services) during a 
given unit period. The prices of the factors of production (or their services) 
areqi ‘ ' gr. 

Cassel’s scheme no longer resembles a dictatorship economy, since it is 
now assumed that production follows the wishes of the consumers as ex- 
pressed by the demand functions. 

8 See also T. J. B. Hoff, Economic Calculation in the Socialist Society (London: 
"William Hodge & Company, Ltd., 1949), p. 132: “The author of this treat^e can 
confirm that Halm is right and that Professor Cassel never regarded his equation as 
a basis for an arithmetical or a mathematical computation of prices, but merely^ as 
an expression of principles that are generally applicable to an exchange economy. 
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+ (a.)2y. + • • • (a.)rq, = p. (143). 
rfig i-rV** cC the n commodities are known. 


Chci the prices of the finished goods arc known, heweser, then 
... lit aggregate demand for each commodity to each unit period Is 
krewn airfcan be calculated by means of the followng senes of equa* 
tecs: 


(i) D,=n (pi • • • P-) 

£>, = Fa (pi ♦ • • p.) 

£>. = F,(pi • • • P-) 

In accordance with the principle of scarcity, ^heti prices arc in equi- 
tbrium es-ciy demand must be satisfied and wc thus tsi 

(S) Pi=:St, V2 — S3 ' ' • 0->~S, ^ I 

where 5,. 5„ S» are the quantities of each ,, 
produced within a f''' * ' 

Thus we knowf . 
are to he produce^ 
demands which arc 
?T».t period, let us^ 
produce in each un.. 
tlii«(ei)l • • • 


of the p^ 
ri> 


fo 
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Si we therefore require the quantities (oi) 15i • • • iai)rSi. The same 
thing holds in the case of the remaining products. In all, therefore, for 
the continuous production of quantities • • • S„, we require 

(6) the quantity (aOlSi + ( 02)182 + • • • of factor of 

production 1 

the quantity (a 02 Si + ( 02)252 + • • • (or.)25„ of factor of 

production 2 

the quantity (ai)rSi + (a 2 )rS 2 + • • • (or.)r5„ of factor of 

production r. 

These quantities thus represent the indirect demand of consumers for 
the factors of production needed in each unit period in the continuous 
stationary society. In accordance with the principle of scarcity, this de- 
mand for each factor of production must be equal to the quantity of 
that factor available within the particular unit period, since it is the 
task of pricing to limit demand as far as is necessary for this purpose. 
Therefore 

(7) Ri— (ui)15i-f (02)152-1- • ♦ • (fl„)15„ 

7?3= (ai)25i -f (02)252-1- • • • (o„)25n 


Rr= (oi)r5i 4 - (o2)/'52 (an)rSn 

The S, in conformity with the series of equations (5) and (4), are 
here functions of the p, and therefore, from equations (3), functions 
of the q. The scries of equations (7) thus contains as unknowns the r 
prices of the factors of production. It also contains r equations, and 
the series is thus in general sufficient for determining the unknowns. 
Once the prices of the factors of production are known, the prices of 
the products can be calculated in accordance with the series of equa- 
tions (3). Similarly, the demand for each of the finished commodities 
in each unit period is obtained from the series of equations (4). Con- 
sequently, we can calculate the demands which are made on produc- 
tion. Equations (5) show how much of each particular commodity 
must be produced in each unit period which determines the distribu- 
tion of the factors of production among the various branches of pro- 
duction. The requirements which the continuous demand, regulated 
by these prices, makes of the different factors of production available 
in a particular unit period are to be calculated according to formulae 
(6). The coincidence of these requirements with the available quantity 
of factors of production is guaranteed by equations (7). The pricing 
problem is thus completely solved for the case considered here (143- 
145). 
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With the factors of production we produce commodities of n different 
kmds The quantities of different factors needed to produce one unit of 
commodity 1 is the techmcal coefBcient (aO We need a certam quantity 
of factor 1, another quantity of factor 2, perhaps nothmg of factor 3, and 
so on until we reach factor r Thus vte can say that m order to produce a 
unit of commodity 1 we need (oi)! + {fli)2 + • * * (oi)r To produce 
a pair of shoes we need, e g , 5 minutes of one kind of labor, 2 mmutcs of 
another kmd, a given amount of leather, etc Similarly, we can express the 
technical coefficient m the production of commodity 2 as ( 02 ) To produce 
a unit of commodity 2 requires (oj)! + (c-») + * * * and to pn>- 
duce a unit of commodity n (a,)l + («f .)2 + • * * (ftiV 
In equihbtium the commodity prices must be equal to the cost of pro- 
ductiOD of the commodities Costs of production are known when we mul- 
tiply the quantities of the different factors (used accordmg to the technical 
coefficients) by the pnces of the factors These factor prices are 91 * * • 
Accordmg to equations 

(3) (oi)!?! + + • • • iai)rq, = pi 

(a2)l?4 + (<ij)2<;i + • • • (ojlrg, = p! 

(n»)l?i+ (a,)2qi + • ■ ■ (a.)rq, = p, (143), 

the pnces of the n commodities are knows 

Once the pnces of the finished goods are knows, however, then 
the aggregate demand for each commodity m each unit penod is 
known and can be calculated by means of the following senes of equa 
tions 

(4) Di =: Fi (pi • - p,) 

Di = Fs (pi ' ’ ' p«) 

D. = F. (pi • • • p.) 

In accordance with the principle of scarcity, when pnces are in equt 
hbnum every demand must be satisfied by the supply, and we thus get 

(5) Di = 5i, Da = Sa • • * D» = 

where Si, 5 * 3 , S„ are the quantities of each of the different commodities 
produced within a umt penod 

Thus we know the quantities of the particular commodities which 
are to be produced m each umt penod From this we can calculate the 
demands which are made upon the factors of production of a particular 
umt penod, let us say the present, as follows In order constantly to 
produce m each umt penod a umt of commodity 1 , we require quan 
titles (oj)l • • • (aj)r of these factors of production For the quanuty 
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we therefore require the quantities (ai)15i • • • (ai)nS'i. The same 
thing holds in the case of the remaining products. In aU, therefore, for 
the continuous production of quantities 5i • • • S„, we require 

(6) the quantity (cri)lSi + {a 2 )lSz + • • • {an)lSn of factor of 

production 1 

the quantity (ai)2Si + iai)2Sz + • • • (fl„)2Sn of factor of 

production 2 

the quantity (ai)r5i + iciz)rS 2 -}-••• (a„)r5'„ of factor of 

production r. 

These quantities thus represent the indirect demand of consumers for 
the factors of production needed in each unit period in the continuous 
stationary society. In accordance with the principle of scarcity, this de- 
mand for each factor of production must be equal to the quantity of 
that factor available within the particular unit period, since it is the 
task of pricing to limit demand as far as is necessary for this purpose. 
Therefore 

(7) Rl = + (02)152 (o„)15n 

Rz — (Ol)2Sl (02)2S2 "f" • • • (fln)2iSn 


Rr — (ci)r5i -f (a2)rS2 + ' * * (on)r5n 

The S, in conformity with the series of equations (5) and (4), are 
here functions of the p, and therefore, from equations (3), functions 
of the q. The series of equations (7) thus contains as unknowns the r 
prices of the factors of production. It also contains r equations, and 
the series is thus in general sufficient for determining the unknowns. 
Once the prices of the factors of production are known, the prices of 
the products can be calculated in accordance with the series of equa- 
tions (3). Similarly, the demand for each of the finished commodities 
in each unit period is obtained from the series of equations (4) . Con- 
sequently, we can calculate the demands which are made on produc- 
tion. Equations (5) show how much of each particular commodity 
must be produced in each unit period which determines the distribu- 
tion of the factors of production among the various branches of pro- 
duction. The requirements which the continuous demand, regulated 
by these prices, makes of the different factors of production available 
in a particular unit period are to be calculated according to formulae 
(6). The coincidence of these requirements with the available quantity 
of factors of production is guaranteed by equations (7). The pricing 
problem is thus completely solved for the case considered here” (143- 
145). 
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Finally Cassel drops the assumption that the quantity of money every 
consumer spends is feed m advance Incomes are now determined by the 
pricing process itself “The problem of distribution is, therefore, not an m- 
dependent problem , but is to be regarded essentially as a special 
aspect of the general problem of puces (151) 


Critical Remarks 

We have seen that there are three exogenous factors which may disturb the 
equilibrium position of a social economy changes in tastes in factor sup- 
ply, and in techmcal know how Cassel s scheme can be used to illustrate 
how any one of these disturbances will affect the whole system Take a 
change m tastes which will affect the demand function With a change m 
demand, supply must change A change m production affects the demand 
for the factors of production and the factor prices A change m factor prices 
influences the pnces of finished goods, and these price changes, in turn, 
affect demand and supply, and so on ad tnfimium until the surface of the 
pool into which we throw the stone regains its previous unruffled surface 

A change in production techmques will change the technical coefficients, 
the demand for factors, the prices of the fimshed products, the spending 
power of the consumers, demand, supply, agam the demand for factors, and 
so on 

An interesting example of the re-e$tabhshment of a disturbed equilibniun 
IS the essence of Bertd Oblm’s book Interregional and International Trade * 
Two isolated countries have found their individual equilibrium positions 
This equilibrium is destroyed through the beginning of mtemational trade 
Factor pnces are dissimilar m the two regions, owmg to different endow- 
ment of the countries with the vanous factors of production Product prices 
must be dissimilar, too, and these pnce differences inVite international 
trade When the pnce systems of the two countries are hnked together by 
a rate of exchange between their currcQcy umts, the differences m product 
prices must lead to exports and imports and to adjustments of prices, costs, 
and production, undl a new equthbnum is achieved at a rate of exchange 
wfeicb. balauots expsrts aal smparts 

Cassel succeeds m giving a lucid picture of the interdependence of all 
prices We have to remember, however, th^ Cassel does not want to depict 
the basic structure of the captalist system but rather the fundamental rela- 
tionships in any exchange economy This he can do only on so high a level 
of abstraction that the mdicated relationships are of a purely teleological 
nature But for a workmg model of the social economy it is not enough to 
show what must be done The model of our free market economy made it 


* Bertil Ohlin Interregional and International Trade (Cambndge Mass Harvard 
University Press, 1933), Chaps 1,2 aodApI 



327 


The Abstract Pricing Process 

"^sclear that under the pressure of acquisitive and competitive propensities 
the members of the economy acted in such a way that the system tended 
toward equilibrium. In Cassel’s scheme the equilibrium position is stated 
as an aim, but we are not told which forces can be relied upon to accom- 
plish the task which real exchanges on real, competitive markets accomplish 
in the free market economy. 

Cassel does not introduce the businessman who controls the business unit, 
nor is his place taken by a public manager. The whole scheme consists of 
abstract requests addressed to abstract units of production and consumption. 
The scheme shows what the inner structure of an abstract system of equi- 
librium would have to be. But it gives no inkling how in the real world 
this state of equilibrium is to be achieved. The reader may not notice this 
because Cassel starts, realistically enough, with consumer income and con- 
sumer buying on the market. But since he suggests that the government will 
take over production, it is difficult to see how the process of pricing is to be 
carried out in markets (if they can be called markets at all) where sellers 
as well as buyers are government agencies. 

However, Cassel is not even quite consistent in his tendency to general- 
ize. He does not do full justice to the completely abstract character of his 
modek His teleological system does not have to rest on free consumers’ and 
occupational choices. This assumption enables Cassel to begin with a real 
consumers’ goods market. But he soon gives up the pretense of discussing 
real markets and replaces markets by certain principles which have to be 
fulfilled. Now, if we can dispense with the market for the government owned 
material means of production, we can as well dispense with the rest of the 
markets and replace their function by requests that the scarcity and cost 
principles have to be fulfilled throughout the economy. This means that 
Cassel’s scheme can cover not only the “exchange” economies but equally 
any social economy based on the command principle. The important dif- 
ference emerges not on this abstract level but only when we try to make the 
model work in real life under the various institutions of different social- 
economic systems. 

The totalitarian socialist economy substitutes the dictator’s scale of values 
for the consumers’ ballots. However, it faces the same basic problem that 
any other social economy has to meet: the factors of production must be 
allocated to different industries in such a way that the dictator’s aims are 
achieved in the most economical maimer. Cassel’s scheme shows what the 
totalitarian economy would have to do, though it does not show how it 
would do it. 

That Cassel’s assumptions are not abstract enough can be seen when he 
discusses problems of income distribution. The way in which he derives the 
determination of personal incomes from the prices of the factors is too 
narrow and does not take account of the fact that the government owns the 
material means of production. As a matter of fact, in such an abstract 
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scheme we should be able to divracc “functional” distribution completely 
from “personal ’ distribution 

Applied to the planned economy in Russia, Cassel’s abstract pncmg 
process would point to the following important features 
As far as consumers’ goods are concerned, the Russian economy corre- 
sponds to Cassel s “simple” case in which the supply is already given The 
prices of the consumers’ goods equate demand and supply But production 
does not follow the command of the consumers The consumers’ choices 
have been replaced by the choices of the plaimers Scarcity of consumers’ 
goods leads to high prices, and the difference between high prices and sub- 
stantially lower costs of production is equal to a turnover tax which (to- 
gether with planned and unplanned profits) finances capital accumulation 
Where real markets are not available to equalize demand and supply, this 
equalization is the result of matenal and financial “balances ” The planners 
have to make sure that each production process can count on the allocation 
of all the means of production which are required because of the teduucal 
coeffiaent and the output quota which must be reached In turn, the output 
of each mdividual mdustry must be high enough to supply all other mdus- 
tiies (or the consumers) with the needed allocauons 
Russia’s matenal balances correspond to Cassel’s request that the factors 
of production be allocated accordmg to the technical coefficients of the m 
dustnes and according to the supply of the difierent products, in such a way 
that full employment of all factors is achieved 
But material balances are not sufficient, because dif erect physical thmgs 
are incomparable We gam, both in Russia and m Cassel's scheme, financial 
balances when we multiply the factor units with factor pnces In this way 
costs find a common denommator and can be compared with product 
pnces 

In Cassel s scheme the consumer is the final judge whose demand func- 
tions are decisive In Russia these demand functions are replaced by the 
decisions of the planners But if the planners want to act rationally, they 
have to see to it that the internal relations of the planned economy resemble 
the consistent logic of the Casselian scheme the factors must be fully 
employed, they must be employed where the value of the product corre- 
sponds to the costs, and all mdividual production processes must be able 
to count on a sufficient allocation of factors if they are to reach their re- 
spective quotas That they reach their quotas is imperative smce they, m 
turn, are counted upon to supply other parts of the economy with the nec- 
essary intermediate or final products 

We see that the ehmmation of consumers’ sovereignty does not alter the 
fact that the social economy must establish consistent mtcrrelations between 
all Its production processes 
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